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We  highlighted  three  areas  for  review:  (l)exchangemipoeed  trading  restrictkms,  (2)  the  9 
Intermarket  Trading  System,  and  (3)  multiple  listing  of  options.  In  each  of  these  areas,  we 
make  recommendations  to  the  Commission. 

This  report  was  prepared  under  the  direction  of  Craig  A.  Simmons,  IMrector,  Financial 
Institutions  and  Markets  Issues.  Ms\}or  contributors  to  the  report  are  listed  in  appendix  III.  If 
you  have  any  questkms  on  this  repwt,  please  call  Mr.  Simmons  on  275-8678.  * 
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Executive  Summary 


Purpose 


Background 


» 


The  October  1987  stock  market  crash  raised  critical  queMions  concern-  _ 
ing  the  efficiency,  competitiveness,  and  fairness  of  U.S.  securities  mar¬ 
kets.  Many  experts  questioned  the  structure  of  the  marketplace  and  its 
ability  to  b(^  withstand  periods  of  high  stress  and  operate  efficiently 
in  ordinary  times.  Market  experts  and  analysts  have  debated  these  que 
tions  since  the  crash.  Renewed  volatility  in  the  markets,  as  indicated  bj 
the  190-point  drop  on  October  13, 1989,  and  the  subsequent  record  gait  i 
the  following  week,  has  again  created  doubt  about  whether  the  flnanci: 
markets  are  property  designed  to  meet  the  demands  traced  upon  them. 

To  identify  market  structure  issues,  gao  met  with  federal  regulators, 
exchange  and  over-the-counter  market  officials,  market  professionals, 
institutional  investors,  and  academics,  gao  evaluated  what  should  be  * 
done  to  address  the  most  important  issues  identified  through  these  dis¬ 
cussions — trading  restrictions,  market  links,  and  options  trading. 


In  the  1976  Amendments  to  the  Securities  Exchange  Act  of  1934,  Con-  g 
gross  called  for  the  establishment  of  a  national  market  system.  Congre; 
sought  market  structure  imjMxnronents  that  would  provide  efncient, 
fair,  and  cmnpetitive  markets  for  securities  investors.  The  Amendment 
set  five  oblectives  for  the  national  market  system  to  address:  (1)  eco¬ 
nomically  efficient  execution  of  securities  transactions;  (2)  fair  compet 
tkxi  among  market  partidponts;  (3)  the  wldeq;»oad  availability  of  ' 
quotation  and  trade  informatkm;  (4)  the  practicability  of  executing 
investors’  wders  in  the  best  market;  and  (6)  the  opportunity  for  inves¬ 
tors’  ae6en  to  interact  without  dealer  partidpatk^  In  addition,  the 
Amendmonts  mandated  that  the  Securities  and  Exchange  Commission 
(SBC)  remove  all  securities  exchange  trading  restrictions  that  impose  ai  g 
unnecessary  burden  on  cmnpetitian.  (See  pp.  14-15.) 

By  focusing  on  the  needs  of  investors  rather  than  dictating  a  specific 
market  structure,  the  1976  Amendments  established  permanent  goals 
for  which  the  securities  markets  should  strive,  sec  is  responsible  for 
monitmring  maricet  structure  to  assure  the  Amendments’ goals  are  con-  ^ 
tinually  addressed. 

Thesecuritiesindustry  and  SBC  have  m«lenuU(Hrregulat(Hry  and  struc-  I 
tural  changes  towards  achieving  the  legislative  objectives.  Fixed  com-  | 
mission  rates  were  eliminated  in  1975.  Exchange  trading  restrictions  g  1 
were  eased  to  permit  stocks  listed  since  1979  to  be  traded  by  exchange  ! 
members  off  tlw  exchange  floor.  In  addition,  the  Intermaricet  Trading  { 
System  was  devrioped.  This  system  links  uil.  stock  markets  and  enabi 
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regional  exchai^es  to  compete  with  their  iMimary  counterparts  in  New 
York.  Recently,  sec  approved  multiple  listing  of  stodc  <q;>tions— allowing 
an  option  to  traded  on  more  than  (me  exchange. 


Results  in  Brief 


SBC  needs  to  reevaluate  several  issues  regarding  securities  market  struc¬ 
ture  to  assure  the  markets  continually  meet  the  goals  of  a  nati(mal  mar¬ 
ket  system.  Market  participant  opinion  is  divided  about  whether 
industry  and  sbc  action  to  change  market  structure  have  gone  far 
enough  to  achieve  national  market  system  goals.  Questions  remain  about 
the  benefits  of  existing  trading  restrictions  especially  as  they  pertain  to 
after-hours  trading,  the  effectiveness  of  the  Intermarket  Trading  Sys¬ 
tem.  and  the  type  of  coordinated  systnn  needed  to  trade  the  same 
(^ons  <m  di^erent  exchanges. 

The  marketplace,  as  evidenced  by  huge  increases  in  trading  volume, 
unprecedented  volatility,  makm  technological  advances,  and  growing 
global  competition,  has  changed  considerably  since  sbc  last  reviewed 
some  of  these  market  structure  issues.  Without  continued  sec  evaluation 
and  (Homckion  of  natUmal  market  ssrstm  goals,  trading  system  innova¬ 
tion  may  be  hampered,  marketmaking  capital  may  be  insufficient — 
eq;>ecially  in  timra  of  stress,  investors  may  pay  higher  transaction  costs, 
and  some  trading  volume  may  be  lost  to  overseas  markets. 


GAO  Analysis 


SEC  Needs  to  Reopen  the 
Trading  Restriction  Issue 


Exchange-imposed  trading  restrictions,  such  as  New  York  Stock 
Exchange  Rule  390,  prevent  exchange  members  fh»n  executing  trades 
on  an  exchange  floor.  In  response  to  the  1975  Amendm«its,  sbc  pro¬ 
posed  a  rule  in  1977  to  eliminate  these  restrictkms.  However,  because  of 
considerable  otdections  to  the  inoposed  rule  by  maricet  participants,  sbc 
withdrew  tlw  proposal  in  1960.  At  the  same  time,  rac  ack^ited  a  rutr- 
rower  rule  that  eliminated  trading  rertrictions,  but  (xtly  on  stocks  listed 
on  an  exchange  after  AihII  1979.  Many  of  the  most  actively  traded 
stocks  were  listed  before  Aisril  1979 — for  example,  89  of  the  New  York 
Stock  Exchange’s  100  most  active  stocks.  Restrictim  on  these  stocks 
still  remain.  (See  (9. 18-20.) 


Trading  restrictions  help  maintain  the  current  market  structure.  Remov¬ 
ing  the  restrictkms  could  substantially  alter  the  way  exchange-listed 

I 
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securities  are  traded,  induding  the  poaaiMe  elimination  of  trading  floors  p 
and  spedaliats.  Market  participant  opinions  are  mixed  on  the  benefits  oi 
detriments  of  these  restrictions.  Critics  contend  that  the  rules  are  anti¬ 
competitive  because  they  restrict  i»ice  competition  and  limit 
maiicetmaking.  and  that  the  rules  discourage  devdopment  of  new  and 
more  automated  trading  systems.  Supporters  argue  that  the  rules  are 
pro-competitive  because  they  require  trades  to  be  made  in  a  central  loca  ^ 
tion  whm  all  bids  and  offers  can  interact,  thereby  preserving  the  bene- 
flts  of  the  auction  market.  By  concoitrating  supply  and  demand  for 
stocks  in  a  central  market,  they  say  that  price  efficiency  is  enhanced. 

(See  p.  23.) 

Despite  subAantial  changes  in  the  marketplace  since  1980,  no  compre¬ 
hensive  SBC  reviews  have  been  done  to  demonstrate  whether  remaining 
trading  restrictimis  impair  market  effldoicy,  fairness,  or  competitive¬ 
ness.  sec’s  wily  formal  review  of  trading  restrictions  since  19M 
occurred  in  1966  and  dealt  exclusively  with  the  New  York  Stock 
Exchange’s  reatrictions  on  after-hours  trading  by  its  members.  As  a  ^ 

result  oi  these  restrictions,  exchange  member  bikers  and  dealers  who 
wish  to  trade  exchange-listed  stocks  when  U.S.  markets  are  closed  must 
do  so  in  fdNPdgn  markets.  In  1966,  the  Cmnmission  r^ected  its  Division 
of  Market  Regulation’s  recomroendatiokk  that  sec  send  a  letter  to  the 
New  York  Stock  Exchange  asking  it  to  consider  removing  these  restric-  | 
tkms  on  afto'-hours  trading.  Because  of  the  substantial  changes  that  ait 
occurring  in  the  maiketi^ace,  SBC  needs  to  reconsider  trading  restric¬ 
tions,  espedally  for  aftw-hours  trading,  to  determine  whether  they 
should  be  further  modified,  ranoved,  or  reaffirmed.  (See  i^.  21-23, 32.) 


Comprehensive  Review  of 
the  fotemiarket  Trading 
System  Is  Needed 


’The  Intermarimt  Trading  Syston  has  dectrcmically  linked  the  trading  ol 
stocks  in  various  marketplaces  around  the  country  since  1978.  The 
exchanges  designed  the  s]rstem  to  meet  the  1976  Amendmoits’  goals  to 
encourage  ctmipetition  and  to  allow  customers  to  have  their  orders  exe¬ 
cuted  at  the  bek  price  availaUe  in  any  oi  the  linked  markets.  In  1982, 
SBC  completed  a  cwnprehensive  review  of  the  system’s  first  4  years  of 
operation,  including  an  examination  of  trading  volume,  tolerating  effi¬ 
ciency,  and  effect  on  intermarket  competition.  Between  1982  and  Sep¬ 
tember  1969,  SBC  continiMd  to  monitor  the  Intennarket  Trading  System 
but  made  no  further  cwnprehensive  studies  of  the  system.  However, 
after  the  1967  market  crash,  sbc  and  maricet  participants  made  some 
changes  to  system  operttkms  in  re^xxise  to  proMems  experienced  dur¬ 
ing  periods  of  stress  such  as  the  crash.  (See  p.  34.) 


Since  the  beginning  of  1979,  share  vohune  traded  over  the  Intermarket 
Trading  SyMem  has  increased  over  ten*fold.  In  addition,  exchange  ofn- 
dals  and  syMem  users  identified  system  operational  weaknesses  that 
they  said  have  limited  competition  and  favored  the  primary  markets — 
the  New  Yoric  and  American  stock  exchanges,  sec  and  market  partici¬ 
pants  have  recmtly  addressed  some  of  these  concerns.  In  view  of  the 
dramatic  increase  in  trading  vdlume  and  the  number  of  incremental 
changes  made  to  the  system  since  sac’s  last  comprehensive  evaluation, 
SBC  needs  to  look  again  at  overall  system  effectiveness  and  the  extent  to 
which  the  Intermarket  Trading  Astern  is  meeting  its  national  market 
system  goals.  (See  p.  35.) 


Development  of  Trading 
Linkage  for  Multiple 
Listing  of  Options  Requires 
SBC  Monitoring  and 
Guidance 


In  May  1969,  SBC  ansroved  anudor  dumge  to  the  way  stock  options  wUl 
be  listed  and  traded  at  exdianges.  Rather  than  the  former  procedure  of 
allocating  an  <4)ti(m  on  a  listed  stock  to  a  single  exchange,  sbc  now 
allows  all  excluuiges  to  trade  any  new  option  listed  after  January  22, 

1990.  In  additkm,  each  options  exchange  is  permitted  to  list  10  stock 
options  already  traded  on  another  exchange.  Furthermore,  beginning  in 

1991,  SBC  will  allow  any  exchange  to  trade  any  option  regardless  of 
where  it  was  originally  listed,  sbc  ^>proved  this  change  to  increase  cmn- 
petition  among  exchanges  and  to  improve  qptions  prices  for  investors. 
Smne  exchanges  disagree  with  sec’s  assessment  of  the  benefits  of  listing 
and  trading  optkxw  on  more  than  one  exchange.  However,  if  increased 
competition  results  ami  investors  obtain  better  prices,  sec’s  apfuroval  of 
this  change  will  be  consistent  with  national  maricet  ^stem  g(^.  sbc  is 
taking  an  active  itrfe  to  imi^ement  this  dunge.  (See  p.  42.) 


SBC  also  noted  thtt  the  benefits  of  multii^  listing  and  trading  of  <qHk>ns 
would  be  enhanced  by  devdt^ing  a  trading  linkage  systm  among  the 
exchanges.  No  such  linkage  exists.  Options  exdianges  differ  <xi  what 
type  of  linkage  system  is  necessary.  This  lack  of  consensus  among  com¬ 
peting  exdianges  makes  it  unlikely  that  a  sydon  will  be  develt^ied 
without  active  sec  intervmitkm.  In  January  1990,  sec  requested  the 
optkms  exchai^es  to  refrain  from  listing  optkHis  already  allocated  to 
another  exchange  for  6  months  to  allow  for  devdi^pment  of  a  market 
linkage  systan.  (See  pp.  48-49.) 


Reocmunendations 


GAO  reomnmaids  that  SEC  re(q[)en  the  issue  of  exdiai^imposed  trading 
restrictions,  such  as  New  York  Stock  Exdiange  Rule  390,  to  determine  if 


these  restrIctkNns  should  be  modified,  removed,  or  reaffirmed,  sec’s  eva  i 
uatkm  should  include  whether  trading  restrtetions  hamper  the  devel<^ 
ment  and  use  of  more  innovative  trading  systems  and  limtt 
mariutmaking  cai^taL  It  should  also  assess  the  consequences  of  forcing 
exchange  members  to  conchMrt  their  after-hours  trading  in  ftMreign  mar¬ 
kets.  If  sec  decides  against  resnoving  the  restrictioii8,QAO  recommends  ^ 
that  sec  consider  the  effect  of  these  restrktkms  on  a  periodic  basis  to  ^ 
keep  pace  with  the  rapidly  changing  inarioe4>iaoe.  (See  p.  32.) 

GAO  recommmds  that  sec  do  a  comprehensive  evaluation  of  the 
Intermarket  Trading  System,  sec  should  address  the  system’s  opera¬ 
tional  efficiency,  effect  on  intermarket  competition,  and  capability  to  t 
handle  future  market  crises.  (See  p.  40.) 

GAO  recommends  that  sec  closely  monitor  the  exchanges’  progress  in 
developing  a  maiicet  linkage  system  fm-t^ons  trading.  Ifsecdeter- 
mines  that  the  exchanges  are  not  making  sufftdent  progress,  GAO  recorr  . 
mendsthatsecdireciconstTiictiortof  a  linkage  system.  (Seep.  49.)  * 


Agency  Cominents 


GAO  provided  co|^  of  a  draft  of  this  report  to  SBC  for  formal  comment 
(contained  in  app.  II)  and  to  eadi  market  mentkxted  in  the  report  for 
informal  review.  In  general,  SBC  noted  that  the  report  was  well  balancec  |  I 
SBC  agreed  that  the  issues  raised  in  the  repmt  are  important  lurtional  | 
market  system  issues  that  require  careftd  scrutiny.  SBC  agreed  that  the 
effects  of  trading  restrictions  on  after-hours  trading  should  be  reopenet 
but  disagreed  with  the  need  for  a  review  of  the  effect  of  trading  restric- 
tkms  during  nonnal  exchange  hours.  SBC  indicated  that  a  review  of  the  ^ 
restrictioro’ effects  during  normal  trading  hours  is  comidicated  and  wa.*  ’  j 
done  in  1979.  SEC  also  indicated  that  it  should  not  remove  these  trading 
restrictionsuntilinaiketporticipmitsdeteriiiinethattheresultingmar- 
ketplaoe  will  be  better  than  the  existing  exdiai^  marketi^ace.  (See 
pp.  5641.) 

» 

GAO  believes  that  the  trading  restriction  issue,  both  for  after-hours  and 
nonnal  hours  trading  should  still  be  reopened.  GAO  agrees  that  the  issue 
is  complex.  However,  the  market  has  changed  significantly  since  1979 
and  market  participants  may  not  have  the  perspective  needed  to  view 
the  UJS.  marketplace  as  a  whi^. 

» 

Eadi  market  requested  that  minor  changes  be  made  to  clear  up  a  few 
technical  inaccuracies.  In  gene^,  the  exchan^  did  not  endorse  a 
review  of  tradtag  restrictions.  However,  officials  ftom  each  market  saic 
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GAO  used  sound  logic  to  reach  its  condusioiis.  In  addition,  market  offi¬ 
cials  generally  commented  that  the  report  was  well  balanced  and  fair. 
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The  1987  stock  market  crash  rated  questkms  regarding  the  efficiency,  > 
liquidity,  and  faimeaa  of  the  U,S.  securities  markets.  Nunterous  reports 
and  artides  criticized  the  perfntnance  of  U.S.  trading  systems  during 
the  crash.  Some  market  exports  commented  that  changes  are  needed  to 
address  what  they  perceive  as  mqior  structural  and  operational  defects 
highlighted  by  the  crash.  ^ 

Designing  the  iq>pr(q[>riate  trading  structure  for  the  U.S.  securities  mar¬ 
ket  has  generally  been  left  to  the  marketplace.  However,  the  Securities 
Acts  Amendnwnts  of  1976'  (“1975  Amendments”  or  “Amendments”) 
mandated  sweeping  changes  in  how  tlw  mailcets  f juictkm  and  intro¬ 
duced  a  concept  called  the  national  market  system.  U.S.  trading  system  | 
and  operations  have  been  significantly  influenced  by  the  actions  the 
markets  and  the  Securities  and  Exchan^  Crnnmisskm  (sec)  have  taken 
in  response  to  the  1975  Amendments. 


Market  Crash  Raised 
Questions  Regarding 
the  Efficiency  of  U.S. 
Trading  Systems 


Various  studies  of  the  1987  market  crash  by  gao,*  a  Presidential  Task 
Force, '  and  SBC  criticized  specialist"  performance  in  exchange  markets, 
market  maker’  performance  in  the  rational  Association  of  Securities 
Dealers  (naSO)  over-the-counter  (arc)  market,  and  the  overall  perform¬ 
ance  of  trading  linkages  among  ^  various  securities  markets.  The 
exchange  markets  and  nasd  have  taken  steps  to  address  the  deficiencie 
highlighted  in  those  reports,  but  the  basic  trading  structure  remains  th< 
same.  Srane  market  participants  and  outside  experts  said  the  1967  eras 
exposed  the  need  for  major  structural  changes  to  address  operatioiud 
defects,  such  as  insufficient  qrecialist  and  market  nudeer  capital,  tradir 
halts  remilting  from  buy  and  sell  (Hrder  imbalances,  and  reliance  on  inef 
fident  trading  systems.  Smiw  have  recemunmied  an  automated  trade 
execution  syston  similar  to  those  currently  used  for  certain  stocks  in 
foreign  markets  such  as  Toitmto  and  Tokyo. 
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Market  regulators  have  also  expressed  concom  about  the  structure  of 
the  markets.  Officials  frixn  two  of  the  three  largest  U.S.  markets  have 
said  the  market  crash  experience  and  anticipated  changes  in  the  market- 
l^ace  require  a  qwcial  sdidy,  similar  to  the  one  dwie  by  sec  in  the  early 
1960s.'  In  April  1988,  the  Chairman  of  the  American  Stock  Exchange 
(Ann)  called  fmr  appc^tment  of  a  special  axnmission  to  do  a  2-year 
study  of  U.S.  securities  markets,  because  each  marke^dace  is  nurturing 
its  own  innovations  without  examining  the  wlude  trat^  system.’*  In 
July  1988,  a  special  committee  of  nasd  recommended  that  an  indepen¬ 
dent,  ocmgres^onally  sponsored  special  study  of  the  securities  markets 
be  undertaken,  a  position  supported  by  nasd.*  In  December  1989,  Phila¬ 
delphia  Stock  Exchange  (phlx)  and  Padflc  Stock  Exchange  (pse)  offi¬ 
cials,  when  commenting  on  a  draft  oi  this  rqxHt,  said  they  supported  a 
similar  comprehensive  study.  Also,  in  November  1989,  the  New  York 
Stock  Exchange  (nyse)  announced  its  creati<m  of  a  “blue  ribbon  panel"  to 
study  ways  to  control  excess  volatility  in  the  marketplace. 

Congress  has  also  rectmunended  acmnprehensivestudy  of  the  securities 
markets.  In  1988,  Cwigress  found  that  ‘'federal  securities  laws,  rules, 
and  regulations  have  not  undergone  a  comprehensive  and  exhaustive 
review  since  the  advent  of  the  modem  intmiational,  institutionalized 
securities  market.”'*'  Congress  required  sec  to  make  a  study  and  investi¬ 
gation  of  the  adequacy  of  federal  securities  laws,  rules,  and  regulations 
to  protect  the  public  interest  and  the  interests  of  investors.  Congress 
further  directed  sec  to  study  the  factors  impeding  the  fairness  and 
orderliness  of  the  securities  markets  and  those  impeding  improvements 
in  the  breadth  and  depth  of  the  cqiital  available  to  the  martets.  How¬ 
ever,  Congress  made  this  study  subject  to  the  availability  of  funds 
^^nopriated  to  it  specifically.  According  to  sec  officials,  as  of  January 
1990,  Congress  had  not  ^pn^riated  the  $6  millkm  toSBC,  as  outlined  in 
the  law,  for  this  study. 

The  securities  markets  have  continued  to  experionce  perkxte  of  signifi¬ 
cant  v(datility  since  the  October  1987  crash.  On  October  13, 1989,  the 
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Dow-Jones  Inchistxial  Average  fell  190  points — the  market’s  second 
largest  decline  in  history.  On  the  next  trading  day,  the  Dow-Jones  Indus 
trial  Average,  after  being  down  03  points,  closed  up  88  points,  the  mar¬ 
ket’s  fourth  largest  gain  ever. 


Congressional 
Mandate  to  Develop  an 
Efndent,  Oxnpetitive, 
and  Fair  Trading 
System 


The  most  recent  and  signi^:ttit  legislative  impetus  fOT  nuyor  change  in  * 
the  U.S.  securities  markets  came  by  congressional  directive  in  the  1975 
Securities  Acts  Ammdments.  The  Amendments  resulted  in  Congress' 
moat  comprehei^ve  restructuring  of  the  competitive  and  statutory 
framewwk  surrounding  the  securities  markets,  the  securities  industry, 
and  puMic  investors  since  the  1930s.  I 

The  Amendments  addressed  changiitg  market  conditions  and  regulatory 
deficiencies.  These  included  the  increasing  role  of  the  institutional  inves 
tor,  the  negative  impact  of  a  flxed-commiSBion  rate  syston,  the  fragmen 
tatiixi  of  the  market,"  and  a  financial  crisis  in  which  numerous  broker/ 
dealers  failed  due  to  their  inability  to  hamlle  increasing  paperwork  Iron  ^ 
the  i^idly  rising  trading  volume.  More  inqxxtantly,  the  legislaticm 
sought  to  improve  the  efficiency  of  the  U.S.  securities  markets  for 
ftiture  years.  In  passing  the  legislation,  Omgreas  recognized  the  securi¬ 
ties  marimts  as  an  “important  national  asset’’  that  must  be  preserved 
and  strengthened.  'The  cmtference  report  accompanying  the  legislation  | 
explained  that 


“The  increasing  tempo  ami  magnitude  of  the  changea  that  are  occurring  in  our 
domestic  and  international  economy  make  it  clear  that  the  securities  markets  are 
due  to  be  tested  as  never  before.  Unless  these  markets  adapt  and  respond  to  the 
demands  placed  upon  them,  there  is  a  danger  that  America  arill  lose  ground  as  an 
international  Hnancial  center  and  that  the  economic,  flnancial,  and  commercial 
interests  of  the  Nmion  will  suffer.'"^^ 

In  the  Amendments,  Cmgress  called  for  sac  to  facilitate  the  establish¬ 
ment  of  an  efficient,  conqpetitive,  and  fair  natkmal  market  system  for 
securities.  Coi^resB  considered  the  natkmal  market  system  to  be  an 
evtdving  ctmeept  that  requires  adjustments  as  market  condititms  and 
technology  chimge.  The  Amendments  set  the  ftdlowing  five  broad  objec¬ 
tives  for  the  markets  to  address: 
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Objectives,  Scope,  and 
Methodolc^ 
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economically  efficient  execution  of  securities  transactions;  ^ 

fair  competition  among  market  participants; 
the  widesprMd  availability  of  quotation  and  trade  informatkm; 
the  practkaUUty  of  brokers  executing  investors'  orders  in  the  best  mar¬ 
ket;  and 

the  opportunity,  consistMit  with  the  above  iMrovtsuxis,  for  investors' 
orders  to  be  executed  without  dealer  participation.  I 

In  addition,  the  Amendments  called  for  sbc  to  review  all  existing  and 
propoaed  rules  of  natkmal  securities  exchanges  and  to  remove  any  rule 
imposing  a  omnpetitive  restraint  that  was  neither  necessary  nor  ^pro- 
priate  in  furtherance  of  the  Securities  Exchange  Act  of  1034.  In  this  I 
regard.  Congress  spedflcally  highlighted  exchange  rules  limitii\g  or  put¬ 
ting  cmulitions  on  exchange  monbers  executing  trades  away  ^  the 
exchange  floor. 

These  oldectives  are  very  broad  and  are  sul^ect  to  various  interpreta¬ 
tions.  Generally,  however.  Congress  wanted  securities  trading  to  occur  | 
in  the  market  with  the  lowest  possible  transaction  costs  and  at  the  best 
(Mices  availabte.  The  securities  industry  and  sbc  embaiiced  on  mqjor  reg- 
ulatmy  and  structural  changes  to  meet  the  objectives  of  the  1975 
Amendments.  These  changes,  which  substantially  influenced  the  current 
maricet  structure,  included  eliminating  fixed  commission  rates  charged  . 
by  broker/dealers;  develof^ng  a  conscriidated  tape  system,*’  a  consoli¬ 
dated  quote  system,'^  a  lak-sale  reporting  system  for  nasd  Automated 
Quotations  system  (nasdaq)  stock,  and  the  Intermarioet  Trading  System 
(ITS);  and  removing  certain  exdumge-imposed  trading  rules  that  limited 
competition.  An  overview  of  today’s  securities  markets  is  contained  in 
^vendix  I."*  I 


We  undertook  this  review  as  an  outgrowth  of  our  work  on  the  stock 
maiint  crash  of  October  1987.  Our  objective  was  to  identify  whether 
fiirther  actions  are  needed  to  enhance  the  efficiency,  competitiveness, 
and  fairness  of  current  trading  systems  as  called  for  by  the  goals  of  a 
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national  market  system.  We  reviewed  the  overall  structure  of  the  mar-  | 
keC  and  the  trading  linkages  connecting  individual  markets,  rather  than 
the  soundness  of  trading  systems  at  any  one  market. 

We  discussed  market  structure  issues  with  federal  regulators,  exchange 
and  over-the-counter  market  officials,  market  professionals,  institu¬ 
tional  investors,  and  academics.  We  evaluated  what  should  be  done  to  ^ 
address  the  most  important  national  market  system  issues  they  identi¬ 
fied.  These  issues  are:  (1)  whether  existing  exchange-imposed  trading 
restrictions  need  to  be  modified  or  removed;  (2)  whether  the  its  <q)erate 
as  efficiently  and  fairly  as  {sractkable;  and  (3)  whether  new  systems  ar 
needed  to  assure  that  the  competitive  benefits  of  multiple  listing  of  | 

qiXions  are  achieved.  However,  we  recognise  that  other  factors  affect 
maricet  structure,  siKh  as  the  practice  of  broker/dealers  paying  for 
order  flow,  the  new  “basket  of  stocks”  products  traded  at  certain 
exchanges,  the  pn^Msed  trade-reporting  plan  to  allow  for  exchange 
trading  of  over-the-counter  stocks,  and  the  registratim  of  iMt>prietary 
trading  systems.  Although  we  discussed  the  potential  effects  of  these  ^ 
issues  with  market  officials  and  participants,  we  include  them  in  this 
r^rt  tmly  as  they  affect  our  three  ixlinary  issues. 

In  doing  this  review,  we  vitited  and  interviewed  senior  officials  at  the 
NYSE,  Amn,  Boston  Stock  Exchange  (BSE),  Cinciiuiati  Stock  Exchange  | 

(CSE),  Midwest  Stock  Exchange  (mse),  pse,  phlx,  nasd,  and  Chicago  Boan 
Optkms  Exchange  (cboe)  to  ascertain  their  opinions  on  the  current  mar¬ 
ket  trading  structure.  We  also  interviewed  officials  of  the  Toronto  Stoci 
Exchange  (tse)  to  inquire  about  their  automated  trading  system.  We 
interviewed  specialists  at  each  stock  exdhange  and  toured  all  the  stock 
exchanges’  trialing  floors.  We  also  spt^e  with  exchan^  floor  brokers  ^ 
aiKl  NASMq  market  makers.  We  interviewed  officials  of  firms  doing  busi 
ness  in  the  third  and  fourth  markets.  We  reviewed  the  minutes  of  its 
meetings  at  which  market  participants  and  market  officials  discussed 
their  concmns. 

We  interviewed  officials  of  sec’s  Diviskm  of  Market  Regulation  and  ^ 

Offioeof  Economic  Analysis,  an  SBC  Commiaidoner,  and  fmrmersir  offi¬ 
cials.  We  reviewed  numerom  SBC  Dockets  that  identified  SEC  actions 
intended  to  facilitate  the  estaMishroent  of  a  national  market  system. 

] 

We  interviewed  the  heads  oi  equity  trading  at  21  institutional  investors  ^  | 
in  seven  states,  itiduding  money  management  firms,  banks,  and  pensior 
fluids,  to  obtain  the  perceptions  and  experiences  of  those  who  are  rngjo; 
maricet  participants.  We  also  iidervlewed  the  heads  of  equity  trading  of 


many  of  the  burgett  broker/dealer  Arms  as  well  as  those  at  some  mld- 
si»d  and  regional  firms.  In  addition,  we  intnviewed  offkials  of  securi¬ 
ties  information  processors  and  vendors. 

We  contacted  some  participants  <m  the  original  paneb  that  were  organ¬ 
ised  by  Omgress  or  sec  to  devdop  plans  to  meet  the  goab  of  the  1975 
Amendments.  We  also  contacted  several  pe<^  from  the  academic  and 
broker/dealer  communities  who  have  been  associated  with  the  national 
maiicet  system  ctmcept  since  its  inception. 

We  provided  copies  of  a  draft  of  thb  report  to  sac  for  formal  review  and 
comment,  sac’s  comments  and  our  req)onse  to  them  are  contained  in 
appendix  II;  our  evaluation  of  sac’s  comments  b  at  the  end  of  diapters 
2, 3,  and  4.  At  the  same  time  we  provided  a  draft  to  sac,  we  asked  off!- 
dab  of  NKSB,  NASD,  Amex,  M8E,  P8E,  PHLX,  BBE,  CK,  and  C80B  to  review  the 
report  draft  and  provide  us  with  their  reactions  and  informal  comments. 
We  then  discussed  the  draft  report  with  offtdab  from  each  organiza- 
tkm,  either  in  person  or  by  tel^hone. 

The  preponderance  of  comments  we  received  cmcemed  nibe  Rule  390 
and  the  multiple  listing  of  options.  One  common  component  of  the 
exchanges’  aiKl  nasd’s  commerds  was  that  we  had  tadded  extrmnely 
comi^x  issues  and  produced  a  report  that  was  fair  and  well  balanced. 
Thb  point  b  reiterated  by  sec  in  its  fcxmal  cmnroents  to  the  report. 

Our  audit  work  was  done  between  June  1968  and  Blay  1969  in  accord¬ 
ance  with  generally  accepted  government  auditing  standards. 


17 


nAA/OmMIUn  MMlawal  «M*. 


Chapter  2 _ 

SEX^  Needs  to  Periodically  Address  Effects  of 
Trading  Restrictions 


The  1975  Amendments  mandated  that  sec  eliminate  any  exchange  trad- 
ing  restriction  imposing  a  burden  on  competitkm  that  did  not  serve  a  ' 
regulatory  purpose.  In  1975,  and  again  in  1980,  sec  removed  certain 
trading  restrictions,  but  significant  restrictions  still  remain — most 
predominantly  kyse  Rule  390  and  its  equivalent  on  other  exchanges — 
which  prevent  exchange  members  from  trading  many  stocks  away  from 
the  exchange  markets.  g 

These  restrictions  could  (1)  limit  the  amount  of  marketmaking  capital 
available  to  respond  to  heavy  selling  pressure  such  as  was  experienced 
in  October  1987;  (2)  limit  price  competition,  thereby  preventing  inves¬ 
tors  from  receiving  better  prices;  (3)  inhibit  the  development  and  use  of 
more  innovative  trading  systems;  and  (4)  drive  trading  overseas.  On  the  ^ 
other  hand,  these  restrictkms  may  be  necessary  to  preserve  a  central 
auction  market,  to  prevent  markrt  fragmmtatton,  and  to  continue  effi¬ 
cient  and  effective  market  operations.  The  markets  have  changed  sub¬ 
stantially  since  1980,  and  sec  needs  to  reevaluate  the  effect  of  existing 
trading  restrictions  now  and,  to  the  extent  restrictions  remain,  on  a  peri  g 
odic  basis  in  the  future. 


In  response  to  the  1975  Amendments,  sec  acted  quickly  to  address  the 
trading  restrictions  issue.  In  1975,  sec  allowed  exchange  member  bro¬ 
ker/dealers  to  route  cusUmier  orders  to  nmi-exchange  member  firms  foi  ^ 
execution,  a  practice  formerly  prohibited  by  exchange-imposed  restric¬ 
tions.'  This  rule  provides  exchange  members  with  an  alternative  place  t 
execute  agency  trades,-  called  the  third  market,  rather  than  only  execut 
ing  such  trades  on  the  exchange  floor.  Fmr  example,  Charles  Schwab  & 
Co.,  a  large  discount  broker  and  n\se  member,  may  execute  trades  on  | 
behalf  of  its  customers,  not  only  at  nuse  or  a  regional  exchange,  but  alsc 
at  Bernard  L.  Madoff  Investment  Securities,  a  third  market  maker  who 
is  not  a  member. 

In  1977,  SBC  proposed  removing  all  remaining  trading  restrictions. '  sec 
received  over  200  comment  letters  on  the  proposal  from  the  exchanges,  * 
KASD,  broker/dealers,  investors,  issuers,  the  E)epartm«nt  of  the  Trea¬ 
sury,  and  other  interested  market  experts.  The  proposal  was  harshly 


'SEC  Rule  ISc-l.  I7C.F.R  240.1B(M  (1980). 

-Astneytrate  are  where  a  braher/dnier  executes  trades  through  another  broker/dealer  im  behalf  g 
oTacusioiaer. 

'Proposed  SBC  Rule  l9c-2. 42  FeitRcg.  33810  (to  be  codtfted  at  17  C.F.R.  240.  l9c-2XpropoHcd  June 
23. 1977:  withdrawn  June  IS.  1980). 
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critidxed  by  moet  respondents,  espedslly  the  exchanges  and 
exidtange  broker/dealers.  None  of  the  exchanges^  submitting  commmits  . 

to  SfC  favored  Uie  proposal.  Amec  considered  it  to  be  “the  roost  crucial  * 
step  the  Commission  has  CMiaidered  in  four  decades.”  The  consensus 
among  the  exchanges  was  that  removal  of  the  restrictions  would  crii:H;>le 
the  existing  exchange  structure.  The  resulting  marketplace,  they  pro¬ 
jected,  would  be  characteriaed  by  fragmented  dealer  maikets  where 
market  makers  internalized  order  flow,*  best  execution  of  orders  would  g 
be  nearty  impossible  to  assure,  and  the  resulting  marketi^ace  would  cre¬ 
ate  a  signifk^  regulatory  challenge.  While  phlx  was  opposed  to 
removal  of  the  trading  restrictions,  it  stated  that  SBC’s  decision  to  elimi¬ 
nate  the  restrictions  was  untimely  because  systems  were  not  in  place  to 
adequately  dissoninate  trade  information.*  ^ 

NASD  and  the  Department  of  the  IVeasury  argued  in  favor  of  the  propo¬ 
sal.  NASD  stated  the  rule  would  increase  market  making  and  competition 
for  exchange-listed  stocks,  although  it  suggested  that  substantial  order 
flow  would  probably  remain  on  the  exchanges.  While  the  Department  of 
the  Treasury  supported  the  potantial  for  increased  marketmaking,  it  | 
cautioned  sec  that  removal  of  existing  restrictions  should  be  conditioned 
on  implementation  of  a  nationwide  quotation  systm,  and  that  the 
resulting  marketidace  should  be  closely  monitored,  sec,  citing  the  possi¬ 
ble  “dramatic  and  radical  effects”  of  adopting  this  change,  withdrew  the 
proposal  in  1980.  ^ 

Instead,  sec  atk^ited  Rule  19c-3.'  This  sec  rule  allows  exchange  member 
brolmr/dealers  to  execute  trades  off-board,  sometimes  referred  to  as  “in- 
house,”  in  kse  stodcs  listed  alter  AimtU  26, 1979.  Therefore,  a  broker/ 
dealer  can  execute  a  customer  onter  for  such  a  stock  against  the  firm's 
inventory  or  against  andher  customer  <nrder,  rather  than  take  the  order  | 
to  the  exdumge  floor  for  execution. 

SEC  stated  in  1980  that  because  Rule  19c-3  would  only  iqiply  to  a  limited 
number  of  securities,  it  would  not  signiffcantly  affect  the  existing  struc¬ 
ture  of  the  securities  markets,  sec’s  forecast  was  accurate.  Rule  19c-3 
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has  had  ttttle  effect  on  trading  patterns.  Two  explanations  are  com¬ 
monly  dted  as  reasons  why  tsn^er/dealers  have  executed  relatively  fe^ 
trades  in  Rule  19c-3  securities.  The  first  exfdanatkm  is  that  brdcer/dea  ^ 
en  found  that  the  rule  did  not  «icMnpass  enough  quality  stocks  to  jus¬ 
tify  thdr  changing  established  internal  systans  to  acomunodate  tradin 
of  newly  listed  stocks  in-house.  The  second  exj^anation  is  that  broker/ 
dealers  prefnrred  to  execute  trades  the  exdiange  floor  rather  than  ii 
house.  ft 


KYSE  Rule  390,  aims  Rule  5,  and  dmilar  rules  at  four  regional  stock 
exchanges  impose  restrictions  on  where  their  member  firms  may  trade. 
Sinq>ly  stated,  these  rules  prohildt  exchange  member  broker/dealers’* 
from  making  markets  in  many  exchange-listed  stocks  off  the  exchange  * 
floor.  These  rules  are  generally  referred  to  as  off-board  trading  restric¬ 
tions.  An  effect  of  these  restrictions  is  to  restrict  exchange  mraiber  bro 
ker/dealers  fnxn  competing  with  exchange  specialists  in  making 
maricets  in  exchange-listed  stocks.  Many  of  nue’s  active  stocks,  includ¬ 
ing  80  of  its  100  most  active — such  as  Exxon,  Ford,  General  Electric,  p 

General  Motors,  and  IBM — are  covered  by  the  Rule  390  restrictions."’ 

One  fUrtho'  omsequenoe  of  mse  Rule  390  is  that  it  prevents  exchange 
members  firom  executing  certain  trades  of  exchange-listed  stocks  in  the 
domestic  cnx;  market  even  when  U.S.  exchanges  are  closed.  Yet, 
exchange  members  are  allowed  to  execute  these  trades  in  forei^  mar-  9 
kets.  NVE  Intmprets  Rule  390  to  allow  a  member  firm 

'1to]  trade  as  principal  or  as  agent  in  any  listed  stock  on  any  organiaed  exchange  ir 
any  foreign  country  at  any  timr,"  and  outside  of  exchange  trading  hours,  |to]  tradi 
as  principal  or  agent  in  any  listed  stock  in  a  foreign  country  over-the<ounter.”'^ 
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Significant  Trading 
Itetrictions  Remain 


No  Comprehensive 
Review  of  Trading 
Restrictions  Since 
1980  Despite  Msyor 
Changes  in  the  Market 


SBC  Stated  in  its  public  release  adopting  Rule  19c-3  that,  because  the 
trading  restrict!^  issue  is  important  to  the  ev<Hving  national  market  ^ 
system,  SBC  expected  to  reexamine  the  issue  periodicaUy  in  ttw  light  of 
future  market  develoinnents.  sbc  discussed  the  effect  of  trading  restric- 
tkms  on  after*hours  trading  in  1966.  However,  sc  Division  of  Market 
Regulation  and  Office  of  Economic  Analysis  officials  told  us  that  sc's 
last  oxnprehensive  review  of  the  effect  of  trading  restrictions  mi  the  | 

domestic  market  occurred  in  1980  as  part  of  the  approval  process  for 
Rule  19c-3.'=*  The  markets  have  chang^  significantly  since  then. 

sec’s  1980  actimi  in  ^M>roving  Rule  19c-3  did  not  satisfy  the  House  Com¬ 
mittee  on  Interstate  aind  Foreign  Cmnmerce.  In  its  report  reviewing  sec's 
actions  to  implement  the  natkmal  market  system  goals  contained  in  the  ^ 
1975  Amendments,  the  Committee  stated  that 

“The  Congreae  directed  the  SEC  to  report  on  the  competitive  impact  of  such  rules, 
and  to  begin  proceedings  to  eliminate  such  restrictions.  Placing  the  ultimate  decision 
in  the  Commission's  hands  provided  the  flexibility  to  deal  with  problems  that  many  . 
argued  would  arise  upon  elimination  of  the  off-board  restrictions.  But,  despite  the  * 
flexibility  as  to  timing  and  the  development  of  necessary  related  rules,  it  is  nonethe¬ 
less  clear  that  Congress  intended  such  anti-competitive  rules  to  be  eliminated."'^ 

The  Committee  further  noted  in  its  1980  report  that  “despite  the  funda¬ 
mental  purpose  of  the  1975  Amendments  to  eliminate  unnecessary 
restraints  on  competition,  these  restrictive  rules  and  practices,  although  * 
modified,  continue  in  place.”  In  the  ofrinion  of  the  Committee,  sbc  had 
“failed  to  fulHll  its  obligatkins  with  respect  to  anti-ccxnpetitive  rules  and 
practices.”  Des]^  this  criticism,  sec  has  taten  no  further  action  on 
these  trading  restrictions. 

I 

In  1986,  »QC’s  revision  of  Market  R^ulatkm,  in  respfMkIing  to  a  Commis¬ 
sion  initiative  ccmceming  the  increasing  intematkmalization  of  the 
securities  maikets,  raised  the  issue  of  aftor-hours  effects  of  nwe  Rule 
390.  The  Division  recommended  that  the  Commission  send  a  letter  to 
NiBC  requesting  the  exchange  to  “omsider  lifting  its  off-board  trading 
restrictions  (Rule  390)  on  after-hours  trading.”  The  Diviskm  presented  * 
this  recommendation  to  the  Commission  at  an  open  meeting  on  intema- 
ti<HiaUzati<m  cm  May  22, 1986.  Although  no  formal  vote  of  the  Commis- 
skmers  was  taken,  only  tme  Commissioner  su^XHted  the  Division. 


'"AMhu^  SEC  KvlewMliMftettndinstinKturciMun  in  to  report  on  the  19S7  market  (.TWih.  it  | 
did  not  amlyae  tbe  efferts  of  Rule  380  on  die  oraah. 
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At  this  open  meeting,  one  Commissioner  was  the  most  outspoken  oppo¬ 
nent  of  the  Divimon's  recommendation.  Among  othnr  points,  he  ques-  ' 
ticmed  whether  the  rule  was  anti-competitive,  whether  there  was  any 
substantial  dmnand  for  after-hours  trading,  and  whether  it  should  be 
considered  odd  that  an  exchange  should  have  a  rule  to  control  its  mem¬ 
bers’  trading  ev«n  after-hours.  The  Division  contmded  that  see  has 
found  Rule  390  to  be  anti-conqpetitive  for  10  years  and  the  only  questiot  | 
about  the  rule  was  whether  it  was  a  justiflable  burdm  on  emnpetition. 

The  Division  further  contmided  that  >100-t  150  million  of  daily  after- 
hours  trading  volume  in  U.S.  securities  occurs  in  ovmeas  markets  and 
that  it  is  odd  to  have  a  restriction  in  (riaoe  when  the  market  it  suppos¬ 
edly  iHt)tects  is  not  available  for  trading.  They  concluded  by  saying  that 
Rule  390’s  application  to  after-hours  trading  has  “tw>  perceived  bene-  ^ 
fits."  The  Commission  rejected  the  Division’s  recommuulation  to  send 
the  letter  to  mise  but,  rather,  instructed  the  Division  to  maintain  a  dia¬ 
logue  with  N\S£  (Ml  this  issue. 

In  a  recent  speech,  the  Director  of  the  Division  of  Maricet  Regulation  | 
revived  the  issue  and  questioned  the  wisdom  of  having  Rule  380  apply 
to  after-hours  trades."'  He  said  that  this  after-hours  trading,  while  only 
a  small  perc«itage  of  U.S.  daily  trading  volume,  can  be  significant.  He 
further  stated  that  these  trades  are  done  in  foreign  markets  because 
exchanges,  thrmtgh  off-board  trading  rules,  do  not  permit  their  member 
to  execute  such  transaicti<Mns  in  the  United  States  off  an  exchange  floor.  ^ 
^ce  no  U.S.  exchange  is  qpen  at  these  tiims  to  accept  trades,  broker/ 
dealers  execute  the  trades  in  foreign  markets.  In  adcUtion,  these  trades 
are  never  reported  to  sec  or  the  exchanges  and,  thus,  are  not  subject  to 
U.S.  regulat^  oversight. 

These  recent  statements  continue  to  8U{^x»t  the  Division’s  1986  positioi  ^ 
(m  Rule  390’s  ai^ication  to  after-hours  trading.  In  its  1M6  memo  to  th( 
Commiaskm,  the  Division  of  Market  Regulatkm,  in  calling  for  the 
removal  of  Rule  390  on  after-^iours  trades,  found  “no  Justification  for 
maintaining  this  artificial  pressure  on  U.S.  Arms  to  trade  with  U.S. 
investors  overseas.’’  The  EXvision  also  stated  that  overseas  trading  is  ^ 
done  in  markets  where  U.S.-style  investor  protection  and  anti-manipula 
tive  rules  are  lacking.  The  Division  further  noted  that  these  trades  are 
beymid  the  surveillance  reach  of  U.S.  exdianges  and 
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Since  set’s  comprehensive  review  of  trading  restrictkms  in  1980,  the 
U.S.  equity  maricets  have  changed  substantially.  Tradmg  volume  has  ^ 
soared  on  the  exchange  and  nasem^q  markets.  In  1980,  the  total  trading 
volume  on  U.S.  exchanges  was  15.5  billion  shares;  in  1989,  that  volume 
jumped  to  53.5  billion  shares.  Similarly,  trading  volume  in  the  nascaq 
market  rose  from  6.7  billion  shares  in  1060  to  33.5  billion  shares  in 
1989.  In  addition,  institutional  investors  account  for  continually  increas-  | 
ing  trading  volume.  In  1988,  large  block  trading  at  the  \yse — a  measure 
of  institutional  participation — accounted  for  almost  55  percent  of  nvse 
share  vc^ume,  up  from  about  29  percent  in  1960.  Also  since  1980,  the 
growing  use  of  derivative  products,  such  as  stock  options  and  futures, 
has  contributed  to  a  complex  market  structure  in  which  sophisticated 
investment  strategies  abound.  As  shown  by  the  1987  market  crash,  the  ^ 
stock,  options,  and  futures  markets  are  inextricably  linked.  Finally,  the 
U.S.  maiicetplace  faces  additional  challenges  as  overseas  flnandal  mar¬ 
kets  grow  in  importance  and  the  world’s  financial  markets  become 
increasingly  interdependent. 

» 

Securities  industry  participants  and  outside  experts  have  sharply  differ¬ 
ent  perspectives  on  the  merits  of  trading  restrictiwis.  1110  issue  is  com¬ 
plex.  However,  there  is  no  questkxi  that  the  restrictions  help  maintain 
the  current  maricet  structure  and  that  removing  the  restrictions  could 
substantially  alter  the  way  exchange-listed  securities  are  traded,  includ-  ^  | 
ing  the  possible  elimination  of  trading  floors  and  specialists.  Critics  say  I 
the  restrictions  have  a  substantial  adverse  effect  on  levels  of 
marketmaking  capital,  price  omipetition,  and  incentives  to  develop  and 
use  automated  trading  systems.  In  addition,  critics  assert  that  the 
restrictions  are  forcing  exchange  broker/dealers  who  want  to  trade  |  i 
after-hours  to  do  so  in  foreign  markets.  Supporters  of  the  restrictions 
argue  that  the  restrictions  are  pro-ctmnpetitive  because  they  concentrate 
supply  and  denuund  for  stocks  in  a  central  maricet  and  preserve  an  auc¬ 
tion  trading  syston.  This,  they  argue,  isrovides  investors  a  better  oppor¬ 
tunity  for  recdving  superior  share  prices  on  their  stock  trades. 

Supporters  also  point  to  the  trading  system  enhancements  made  in  the  ^ 
last  decade  as  proof  that  system  devdoixnrats  are  not  being  retarded  by 
the  restrictions. 


Marketmakil^  Capital  PerlufM  the  most  signiflcant  criticism  of  the  specialist  syston  relates  to  | 

the  inadequate  amounts  of  capital  specialists  had  to  handle  extraordi¬ 
nary  trad^  dmnands  during  the  market  crash  of  1987.  sbc,  in  its  report 
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on  the  market  crash,"-  found  that  while  specialists,  in  the  aggregate,  per- 
formed  satisfactorily,  a  disturbing  number  were  either  net  sellers  or  ' 
only  small  net  buyers  on  October  19, 1987.'*  This  performance  was  con¬ 
trary  to  what  many  believed  to  be  the  specialists'  afflrmative  obligation 
to  buy  when  other  buyers  do  not  exist.  The  Brady  Report  concluded  that 
“from  the  Bnal  hours  of  trading  on  October  19  throu^  October  20,  a 
substantial  number  of  specialists  appear  not  to  have  been  a  signifi-  p 
cant  force  in  counterbalancing  market  trends.’’"* 


Two  of  the  nation’s  best  capitalized  exchange  broker/dealers  told  us 
they  would  commit  more  capital  to  make  markets'*  if  ni6e  Rule  390  was 
removed,  nyse  Rule  390  restricts  exchange  broker/dealo-s  from  using 
their  capital  to  make  markets  in  many  stocks  off  the  exchange  floor. 
This  ad^tional  capital  could  increase  competitUMi  for  specialists  in  nor¬ 
mal  times  and  ease  pressure  on  specialists  in  a  crisis  such  as  the  October 
1987  market  crash. 


Supporters  of  NMSE  Rule  390  anphasize  that  the  rule  does  not  prevent  | 
large  exchange  broker/dealers  from  becoming  specialists  on  primary  or 
regional  exchanges  and  using  their  capital  to  make  markets  in  their 
assigned  stocks.  For  example,  Mmill  Lynch,  PaineWebber,  and  Bear 
Steams  are  specialists  at  hnsE.'*’  NiesB  m^ified  its  rules  after  the  market 
crash  to  encourage  large  broker/dealers  to  be  specialists,  mse’s  rationale 
was  that  broker/dealers,  by  beonning  specialists,  would  bring  additional  ^ 
marketmaking  capital  to  the  exchange  floor.  In  addition,  after  the  mar¬ 
ket  crash,  nyse  increased  the  minimum  capital  requirements  of  special¬ 
ists  from  $  100,000  to  $  1  million  and  tripl^  minimum  share  position 
requirements,  nyse  also  strengthened  performance  evaluation  standards 
for  specialists.  I 


''*T^Ochj^iy7X«rit«Breik.AB»Port>afUieD>vMaitof  MartetRegutettan.  US.  Secuntie!i  and 
Exciianset^iinmlMion.  FcOnufy  1988.  p.  xviL 


' 'sc  also  dcuiM  NASDAQ  mariect  matar  perfffinmBoe  during  the  market  cTMh.  As  with  cxchwgr 
ijiertaM^a.  marfcet  inafceni  signiflcaHt  prcbtema  in  carrying  out  thete-  mai  fcetmakim  twpoMibili- 
Ues.  SBC  found,  amonf  other  that  many  marfcet  makers  withdrew  f mm  uskig  the  NA.SO  auto¬ 

matic  executlan  ^nitem  and.  in  some  cases,  withdrew  Aram  making  markets  in  some  stodn  ahnfiHher. 


» 


t  of  The  Prealdentiai  Teak  Force  on  Market  Mechanisms.  January  1908,  p.  SO. 


'"Market  maUns  refers  to  broker/dealera  using  their  own  stock  inveiMory  and  capital  to  trade  with 
cuatomers  artd  other  broker/deaiers. 


-"'AH  exchangm  with  a  spedaiiat  system  now  have  large  broker/dealer  apedaliats.  For  exampir.  HS£ 
has  MerriH  Lynch.  Dean  Witter,  and  FersMng;  Ames  has  Merrill  Lynch  and  Bear  Steams;  MSE  has 
Menm  Lynch  and  Pershing;  PSE  Ims  MerrlD  Lynch,  Shearion  Lehman  Hutton,  and  PaineWebber.  and: 
PHLX  has  Oean  Winer  and  Persidng. 
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Supporters  also  told  us  that  Rule  390  does  not  i»event  m«nber  firms 
fran  hinctiomng  as  upstairs  market  makers-'  in  block  trades — large  ^ 

trades  generally  involving  10,000  shares  or  more — provided  that  the 
trade  is  routed  to  an  exchange  floor  for  execution.  These  upstairs — that 
is,  off-the-floor — maricet  makers  And  institutional  customers  to  take  tlu 
other  side  of  a  trade  and  commit  their  own  capital,  if  necessary,  to  com¬ 
plete  a  transaction.  .\*«  granted  broker/dealers  this  authority  to 
arrange — but  not  execute — block  trades  in  the  i960s  because  specialist  I 
were  experiencing  difficulties  handling  the  growing  number  of  large 
(Nxlers  due  to  insufficient  capital.  As  shown  in  flgure  2.1,  block  trades, 
an  indicator  of  institutional  participation,  have  grown  significantly  at 
NYSE  since  1975. 

» 


ngam  2.1:  NVM  Msek  Trades  (itrf  to  ItM) 


Source:  Now  Ytork  Stock  Exchange. 

In  addition,  nibe  began  trading  a  “basket  of  stocks”  in  October  1989. 
This  badret  product-^  trades  in  units  valued  at  about  15  millitm.  In  a 
break  fitun  its  reliance  on  qiecialtets,  Niro  prinuurily  uses  competing 
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market  makers  to  trade  the  new  i»oduct.  Exdiange  tMfokmr/dealers,  act- 
as  competing  market  makers  for  the  basket  i»t)duct,  will  be  provid-  . 
ing  additk^  marketmaking  cai^tal  to  the  nise  fkxNr.  in  its  ' 

submis^cm  of  this  pit^MMsl  to  sec,  indicated  that  this  additional  capital 
should  help  address  concerns  about  exchange  specialists  not  being  able 
to  provide  sufftcient  liquidity  and  depth  to  the  maricet,  particularly  to 
handle  the  lar^  orders  of  institutimud  invests.  As  of  January  31, 

1990,  trading  volume  in  basket  units  totaled  187,  an  average  of  just  g 
under  3  a  day. 


A  mqior  argument  fw  removing  trading  restrictions  is  that  they  prohibit 
nwmber  broker/dealers  Orom  competing  with  exchange  specialists.  Some 
broker/dealers  and  academicians  assert  that  these  restrictions  give  spe¬ 
cialists  an  unfair  competitive  advantage  over  exchange  member  broker/ 
dealers  by  eliminating  their  marketmaking  competition.  If  member  firms 
were  permitted  to  compete  with  exchange  spedidists  in  all  exchange- 
listed  stocks,  some  broker/dealers  and  academicians  assert  that  quotes 
would  be  narrowed  and  investors  would  obtain  better  prices.  Officials  of 
the  NASD  market,  which  is  comprised  of  competing  market  makers,  sup¬ 
port  the  view  that  removing  such  restrictions  as  nise  Rule  390  would 
increase  the  number  of  market  makers,  thereby  creating  a  more  compet¬ 
itive  market  for  listed  securities. 
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Conversely,  supporters  of  NYSE  Rule  390  argue  that  it  is  not  anti-compet-  ^  I 
itive  but,  rather,  pnH»mpetitive.  They  orntend  the  rule  is  pro-competi-  | 
tive  because  it  centralizes  (Hder  flow  in  exchange-li^ed  sto^.  In  1988,  | 

for  example,  96  percent  of  domestic  share  volume  in  nibe  stocks  was 
traded  <m  Imked  markets.  Officials  of  NYSE,  Araex,  and  most  of  the 
regional  exchanges  said  trading  restrictions  limit  the  market  fragments-  |  i 
tkm — the  disperskxi  of  orders  among  unlinked  maikets — ^that  would 
occur  if  the  orders  were  executed  in-house  by  bitdcer/dealers  without 
expodng  them  to  the  exchange  market.  They  added  that  market  frag¬ 
mentation  of  order  flow,  in  turn,  can  have  a  serious,  adverse  impact 
upon  price  discovery^*  by  reducing  the  extent  to  which  buy  and  sell 
wders  for  a  Mock  interact  in  <me  locatkm  or  within  a  linked  market-  ^ 
place.  This  market  fragmentatkm  could  result  in  Investors  not  obtaining 
the  best  prkxs  available  for  their  orders. 


» 


jrMeB 
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Many  prinuury  and  regkNMl  exchange  <rfflciato,  broker/dMlera,  and  inati 
tutional  Investors  also  argue  that  if  the  restrictions  were  removed,  the 
auction  martcet  might  be  replaced  by  adealor  maiicet  because  large 
member  firms  might  abandon  exchanges  and  execute  cuMomer  orders 
themaelves.  If  this  occurred,  the  benefit  of  an  auctkm  market,  which 
allows  investor  orders  to  meet  directly,  without  the  intervention  of  a  g 

dealer,  would  be  lost  An  auction  market  differs  from  a  dealer  market-^ 
in  that  a  customer  order  is  expoaed  to  the  buy  and  sell  imerest  in  the 
mariceti^aoe  and  can  be  matched  with  other  customer  orders. 

tnsE  officials  point  to  the  iHoblems  experioiced  recently  at  the  Interna-  . 
tkmal  Stock  Exchange  in  Lrnidon  as  indicative  of  trading  without  a  Ruk  ’ 
390.  In  OcUri>er  1966,  the  London  exchange  experienced  “Big  Bang," 
which  led  to  the  virtual  end  of  the  trading  floor  in  favor  of  an  ore  trad¬ 
ing  system.  The  result,  nise  officials  cmitend,  is  a  severely  fragmented 
market  with  diminished  liquidity  and  a  lack  of  firm  qw^. 

Exchange  officials  and  some  market  participants  argue,  therefore,  that 
customers  in  the  exchange  auction  market  ^ve  the  importunity  to 
obtain  better  prices  than  those  quoted  by  dealers.  The  reason  for  this  is 
that  trades  are  often  executed  betweoi  the  bid-ask  spread  that  the  spe¬ 
cialist  is  quoting.  For  example,  nxse  statistics  show  that  about  32  per-  . 
cent  of  MSE  trades  during  the  March  22  to  May  30, 1969,  time  frame  * 
were  executed  between  the  quoted  bid  and  offer  prices. 


Trading  restrictions  may  hamper  the  devekmmait  and  use  of  mme  effi¬ 
cient  automated  trading  systems  than  now  exist.  Automtted  trading  I 
systems  nuy  result  in  lower  trading  costs  and  may  expand  the  opportu 
for  investcMTs  to  trade  directly  with  each  other.  Smne  broker/dealei 
assert  thtt  the  ability  of  monber  firms  to  make  markets  in  all  exdiangc 
listed  stocks  away  from  exdiange  floors  would  serve  as  an  incentive  to 
the  securkies  huhistry  to  create  and  use  more  highly  autmnated  tradinf 
systons.  Exchange  broker/deal«rs  might  devdop  automated  system  tc  * 
execute  customer  orders  in-house,  a  trading  ixractice  that  the  restric¬ 
tions  iNtdiibit.  To  respond  to  such  a  ccxnpetitive  challenge,  the 


^1r  a  SMlir  MWtat,  cuMoiMr  ordm  an  iwtchMl  nd  CMcotod  asitait  Uk  dMicr’c  Inveniory .  At 
NUB,  aaSn^  undalte  UMkr  oHtaiR  OMdkiaiia  act  ai  daalm,  qMCialiMa  arc  involved  in  only 
dboia  10  imviM  of  the  Imjriag  and  ailing  aettvkjr. 


Automated  Trading 
Systems 


exchanges  might  develop  more  efficient,  pertu^M  fully  automated,  trad¬ 
ing  systems.  Some  mailcet  participants  cansidar  effic^t  automated  sys¬ 
tems  to  be  essential  if  U.S  securities  markets  are  to  ranain  competitive 
in  an  increasingly  global  and  electronic  trading  environment. 

Some  market  consultants  proposed  a  fully  electronic  trading  system  that 
does  not  require  an  exchange  trading  floor.^  While  initially  proposing 
this  system  in  response  to  the  1975  Amendmmts,  these  proponents 
argued  strongly  aher  the  crash  that  an  electronic  trading  system  would 
have  function^  much  more  efRciently  and  would  have  provided  much 
more  liquidity  and  market  informatkm  during  the  market  crash  by  per¬ 
mitting  investm^  to  trade  automatically  and  continuously.  Their  pro¬ 
posed  system  would  allow  all  buyers’  and  sellers*  orders  to  meet  through 
electronic  intermediaries  at  all  times;  no  trading  halts  resulting  from 
order  imbalances  would  be  declared. 

Automated  tracUng  systems  that  allow  off-the-floor  trading  are  being 
increasingly  onployed  by  nu^or  foreign  securities  maricets.  In  a  Febru¬ 
ary  1969  speech,  former  sec  Chairman  David  Ruder  observed  that  one 
of  the  more  notable  fm^ign  automated  execution  systems  was  instituted 
at  the  Toronto  Stock  Exchange  in  1977.^  Toronto’s  Computer  Assisted 
Trading  Systm  (cats)  is  a  screen-based  automated  trading  system,  cats 
automatically  matches  and  executes  buy  and  sell  orders  based  on  the 
prices  stipulated  and  the  time  orders  are  received.^  As  of  February  1, 
1990,  CATS  was  used  for  approximately  840  of  the  1650  stocks  listed  at 
Toronto  and  accounted  for  about  22  percent  of  overall  trading  volume.^ 

The  Tokyo  Stodc  Exchange,  which  recently  surpassed  n«e  as  the  largest 
stock  exchange  by  volume  in  the  world,  has  a  system  similar  to  cats. 
Tokyo’s  Computer  Assisted  Order  Routing  and  Execution  System  (cores) 
permits  the  auttnnated  execution  of  orders  entered  by  traders  from  their 
offices.  In  1989,  this  computer  assisted  execution  feature  covered  1566 


=”liniui  Fctta.  Mocrii  SicnMioii,  mA  R-T.  WlUain  Jr,  The  PMke-UcMMnn-Wiiliem  Ntttaial 
BeakSIwteiii.  April  1976. 

=”Appwdteteipeeehe«iclid"AuiBweHnncfinfeniietioBDlM>inlMHoBindTridli[ainLS.Seoit^ 
(ta  StartBM”  by  8K  CheiriMn  Dsvid  S.  Rote  « the  1989  Rinim  on  Tectawlagy  nd  FtaMndal 
Mvlm  in  WtMn|li»  O.C.,  Pbbtuvy  37, 1999.  Pl  r.  Ctatainm  Ruder  aieo  oonckided  that  ftiUy 
aucoaMied  Trading  qrmm  are  anUi^  and  that  a  oondAiation  of  auumated  trading  and  auction 
mathit  a  the  moat  pnibabie  future  oourae. 

-‘^cns  ako  Pfuwidaa  a  tbature  by  which  a  tndar  can  add  a  indication  to  an  order,  which  com- 
nuMcaaea  to  othare  that  the  trader  a  faMnaiad  in  biolag  or  aaUing  more  aharea  of  Hack  than  spcci- 
fad  in  the  ontarad  ordar.  Tha  can  than  and  to  taaphone  dacuatam  of  argre  tranaactiaiM. 
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of  the  1716  stodks  listed  at  Uie  exchange  and  accounted  for  44  percent  | 
of  total  trading  volume.  Howevw,  the  150  most  active  stocks  are  still 
traded  in  the  traditional  way  on  the  Tokyo  trading  floor.* 

Dr.  William  FYeund,  a  former  N1BE  chief  economist,  argues  that  the  lack  ; 

iMHe  highly  autmnated  trading  systems  could  put  U.S.mari(ets  at  a  '■ 
disadvantage  if  24'hourtr«lingbe^n8  in  forrign  markets.  In  a  Decern*  ' 
her  1968  speedi  at  an  American  Economic  Association  conference,  he 
said  that 

“The  floor  of  the  NiSE  suffers  from  s  nuOor  disadvantage  in  terms  of  international 
stock  trading.  It  is  difficult  to  extend  trading  hours  because  of  the  people-intensive  | 
nature  of  the  operation."'*" 

Exchange  officials  disagree  that  Rule  390  inhibits  developnient  of  auto¬ 
mated  trading  systems.  These  officials  note  that  they  have  adopted 
automated  exchange  trading  features.  For  example,  iose  has  invested 
more  than  $150  million  in  SuperDot — a  netwwk  of  electronic  order  | 

IHocessing  and  post-trade  systems  that  provides  a  communications  link 
between  a  member  Arm's  trading  operations  and  the  nibe  trading  floor. 
Ainex  filed  a  rule  change  with  sec  in  May  1988  requesting,  amraig  other 
things,  ai^xoval  to  begin  an  automatic  execution  system  for  many  of  its 
stocks,  lids  aspect  of  the  rule  proposal  is  under  SBC  review.  The  five 
regional  exchanges  have  systems  that  autmnatically  execute  small  ' 
orders.*'  These  orders  are  executed  at  the  best  bid  or  offer  displayed  in 
the  consolidated  quotation  system. 

SEC  officials  pmnt  out  that  Rule  390  has  not  |»evented  fully  automated 
trading  systems,  such  as  cse’s  National  Securities  Trading  Syst«n  (nsts)  g 
from  operating  without  a  trading  floor.  Market  makers  in  nsts  can  be 
located  anywhere  in  the  United  States  and  do  not  require  a  idiysicai 
presence  in  Cincinnati,  cse  member  firms  can  have  their  wders  executed 
by  these  market  malmrs  instantaneously  through  the  nsts.  In  addition, 
Instinet  and  Jefferies  and  Co.  <^>erate  fully  aut<»nated  trading  systems 
that  allow  institutional  investors  to  trade  directly  with  eadi  other.  ' 


*Ditt|iravkMbjr  the  Tokyo  stock  Exchange-  | 

'''apHeh  oMWed  “Electnmk  TradbUMid  IMagn  hi  bitamatkiml  Eqpity  Mwltets"  by  Dr.  Wi 
FWand  to  Uw  American  EconoinicAfHdktion  in  New  York  City  on  Deonnber  30. 1988,pB. 
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snselhite  390  does  not  prevent  iMm<«xdumieiMmb«r8fhm  implement-  i 
ing  automated  systems.  Bernard  L  Madoff  Investment  Securities,  a  bro¬ 
ker/dealer  that  is  not  a  member  of  nibe,  makes  marioets  in  250  of  nwe's  , 
moat  active  stocks.  Madoff  guarantees  its  customers  automatic  execu¬ 
tion  at  the  best  advertised  Ud  or  offer  price  quoted  on  the  consolidated  j 
quote  system  fmr  up  to  3,000  shares.  ^ 

InaJunelO,  1969,  speech,  the  Director  of  BBC’s  Division  of  Market  Reg¬ 
ulation  questioned  whether  automated  trading  systems  will  become  the 
IMreferred  manner  of  trading.  He  stated  that 

“Trading  systems  which  provide  for  the  automatic  execution  of  quotations  create  | 

new  market  making  risks  which  are  not  associated  with  face  to  face  or  teiephone 
trading.  Automatic  execution  exposes  market  makm  to  the  risk  of  being  ‘picked 
off  by  other  market  professionala  before  they  can  respond  to  news  or  changes  in 
other  participant’s  quotations.  This  ‘pick  off  risk  may  discourage  market  makers 
from  trading  in  size  and,  as  a  result,  reduce  the  potoitial  depth  and  liquidity  of  any 
such  system.”-''*  ^ 

Investor  inference  may  have  a  larger  inqmct  on  automatkm  than  trad¬ 
ing  restrictkms.  sbc  offlcials  note  that  U.S.  maiicets  are  not  more  auto¬ 
mated  because  many  institutional  investors  imfer  negotiating  trades 
over  the  telei^Kme.  In  the  Mwve  cited  speech,  the  Director  of  sec’s  Divi¬ 
sion  of  Market  Regulatkm  said  that  many  institutions  like  the  flexibility  | 
of  working  thdr  orders  gradually  on  an  exchange  floor  without  their 
interest  in  the  stock  being  disdosed  all  at  once.  If  institutional  investors 
become  dissatisfied  with  the  exchanges,  they  are  free  to  shift  their  trad¬ 
ing  to  a  {MToprietary  trading  system,  sudi  as  Instinet,  that  provides  fully 
autmnated  trading  m  eliminates  brtricer/dealer  intmnediaries. 


Restrictions  May  Force 
Trades  to  Foreign  Markets 


As  previously  discussed,  mse  Rule  390  fuohibits  exdiange  member  bro¬ 
ker/dealers  from  executing  trades  in  the  United  States  off  an  exchange 
floor.  As  a  result,  when  the  exchanges  are  closed,  member  broker/deal¬ 
ers  execute  these  trades  in  fordgn  markets,  a  practice  permitted  by 
exchange  rules.  Were  it  not  fw  the  restrictkms,  these  member  Tirms 
could  choose  to  execute  after-hours  trades  as  a  maricet  maker  against 
their  own,  or  another  broker/dealer’s  inventory. 


I 


I 


’"Spweh  by  IBelwtdG.  Ketdium  at  a  Wiy,aiidBaarlttt-Packan>  wminar 


I 


CQndusions 


Neither  the  exchanges  or  sec  ocdlects  information  on  the  vohime  of  aftei 
hours  trading  of  individual  U.S.  stocks  by  membor  firms  overseas.  How¬ 
ever,  the  trade  volume  has  been  significant  enough  to  prwnpt  mse  to 
develop  an  after-hours  trading  system.  In  addition,  in  Mi^  1989,  MSE 
officials  announced  their  intention  to  study  whether  they  should 
devek^  an  after-hours  system. 


MSB's  “Secondary  Trading  Session,"  approved  by  sec  in  Octobo- 1989,  is 
desi0Md  to  trade  portfolios  stocks  through  an  automated  system 
fiom  4:30  to  6.-00  p.m.  BBT.  MSB  stated  in  iu  proposal  to  SBC  that  the  Sec¬ 
ondary  Trading  Session  responds  to  the  proMem  of  iMrokers  being  force( 
by  NiBB  Rule  390  to  make  after-hours  pc^olio  trades  for  institutional 
investors  in  for^gn  maricets.  In  sunMNrting  its  proposal,  MSB  stated  tlutf 
overseas  trades  “take  place  without  the  benefit  of  sec  or  exduunge  over 
sight  and  without  the  regulatory  protections  affwded  partic^Mms  in 
U.S.  securities  markets."  MSB’s  sykrnn  to  trade  this  product  became 
t^mratkmal  in  January  1990,  but.  as  of  January  31, 1990,  no  trades  hac 
been  made. 


MSB  is  also  con^dering  devdoping  a  24-hour  trading  process  should 
member  firms  and  institutional  InvesbMs  express  interest  in  such  a  sys¬ 
tem.  MSB  officials  indicated  that  they  will  be  surveying  these  market 
partictpants  to  determine  the  extent  of  that  interest  While  the  officials 
estimate  that  msb  will  be  studying  this  idea  over  the  next  6  to  24  ^ 

months,  they  indicate  that  sufficient  interest  among  market  participant 
to  justify  developing  such  a  system  may  be  5  (Mr  10  years  away. 


Exdiange-imposed  trading  restrictions  like  MSB  Ihile  390  significantly 
affect— some  say  negatively,  some  say  positively— how  U5.  stocks  arc 
traded.  Ten  years  ago,  in  a  substantially  difterent  marketidace,  sec 
decided  agdnst  UAally  removing  the  restrictions,  choosing  instead  to 
periodically  reevaluate  them  in  li^t  of  maritet  developments.  However 
deqdtetheroekMrmartcetdevdoproentsofthe  1980s,  induding  a  markc 
crash,  no  such  reevaluation  has  occurred  or  is  idanned. 


These  restrictkms  influence:  (1)  tiie  amount  of  marketmaking  capital 
available;  (2)  the  degree  of  iMteconqretition  in  the  mariieCplace;  (3)th< 
devdopment  and  use  of  more  innovative  and  efficient  tradteg  systems; 
(4)  the  centralisation  of  U5.  trading;  and  (5)  the  preservation  of  an  am 
tion  market  In  addition,  because  of  the  restrictions,  MSB  member  bro¬ 
ker/dealers  who  wish  to  trade  after-lwurs  as  a  principal  can  (Mdy  do  so 
in  foreign  markets.  Because  of  the  potential  effects  of  these  restrictions 
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SBC  needs  to  reoorakler  whether  they  should  be  further  modified, 
removed,  or  resffirmed. 


RecQiranendations  to 
the  Securities  and 
Exchange  Oxranission 


Agency  Comments  and 
Our  Evaluation 


We  recommend  that  the  s&c  ret^pen  the  trading  restrictions  issue  to 
determine  whether  these  restrictions  should  be  furthn*  modified,  . 

removed,  (Mr  reaffirmed.  One  potential  modifteation  of  the  restrictions  ^ 
would  be  theeliminatkm  of  their  appUd^Ulity  to  after-hours  trading.  If 
SBC  decides  against  removing  any  or  all  ex<^iange-impo8ed  trading 
restrictions  now,  sec  should  consider  their  continued  apprc^priateness 
periodically  to  keep  pace  with  the  rapidly  changing  markeQ;>lace. 

i 


SBC  agreed  with  our  reccMmmendation  that  the  aftar-hours  implications  of 
N1SB  Rule  390  should  now  be  reconsidered.  However,  SBC  disagreed  with 
our  recommendation  for  a  comprehensive  review  of  nibe  Rule  390’s  (and 
similar  rules  St  other  exchanges)  effects  (MS  the  domestic  market  while 
the  exchange  is  open.  Nevertheless,  because  of  SBC’s  legislative  mandate,  * 
its  own  determination  of  the  need  to  reevaluate  trading  restrictkMns  peri¬ 
odically,  and  the  vast  changes  in  the  marketplace  that  have  occurred  in 
the  last  decade,  we  continue  to  recommend  such  a  review. 

Most  ex(^iange  offidala  did  not  endorse  our  recommendation  that  the  | 
Rule  390  issue  be  revisited.  They  ccmtended  that  a  review  of  Rule  390 
would  be  comfkx  and  that  elimination  of  the  rule  might  lead  to  a  less 
desiraUe  marketplace.  However,  exduuige  officials  agreed  that  the  logic 
used  to  arrive  at  our  conclusion  was  sound,  nasd  officiate  suj^rted  our 
recommendation.  They  contend  that  dimination  of  Rule  ^  would  lead 
to  a  more  dednMe  marlwtplace.  ^ 
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Intennailcet  Trading  System  Needs  a 
Comprehensive  Review 


The  Intermarkec  Trading  System  (ns)  has  electronically  linked  the  trad-  I 
ing  of  stocks  in  various  marketplaces  around  the  country  ^nce  1978. 

The  exchanges  designed  ns  to  meet  the  1975  Ammdmoits'  goals  to 
reduce  maricet  fragmentation,  enhance  competitkxi,  and  allow  custom¬ 
ers  to  receive  execution  of  their  orders  at  the  best  price  available  in  any 
of  the  linked  markets.  Farmer  see  Chairman  David  Ruder  characterized  ^ 
ns  as  perhaps  the  most  visible  by-product  of  the  effort  to  establish  a 
national  market  system. 

sec's  last  cmnprehensive  review  of  ns  operations  was  completed  in 
1982.  The  review  covered  the  system’s  first  4  years  of  (^ration  and 
examined  trading  volume,  operating  efficiency,  and  effect  <m  I 

intermarket  competitkm.  Since  1962,  sec  and  market  participants  have 
changed  syst«n  operations  in  response  to  problems  experienced  during 
the  1987  market  crash  and  mure  recently  in  nsponae  to  rrs  users’  con¬ 
cerns.  In  addition,  between  1979  and  1989,  share  v<dume  trades  over  its 
increased  over  ten-fold.  The  number  of  incremoital  changes  made  to  the  . 
system  since  sac’s  last  conq>rehensive  evaluation  and  the  increasing  * 
importance  of  its  as  shown  by  the  dramatic  increase  in  trading  volume 
indicates  the  need  for  sac  to  again  look  at  overall  its  effectiveness  and 
the  extent  to  which  it  is  meeting  its  natioiud  market  syston  goals. 


TTS  T  ink^  thp  MarkAf^  ^  ^  ^  primary  exchange  maricets  (nuse  and  Anex)  with  five 

1  a  Cl  wrc  mottveus  regi^al  exchange  markets  (bse,  esa,  mse,  fse,  and  phlx)  and  nasd.  its  is  a 

communication  and  order  routing  system  designed  to  facilitate  trading 
of  Ntsa-  and  Amex-listed  stocks  among  competing  roaiicets.i  Specialists, 
floor  brolmrs,  and  market  makers  can  view  the  quotes  in  other  markets 
and  transmit  buy  and  sell  orders — known  as  "commitments  to  trade’’—  * 
through  rrs  to  other  markets  that  are  offering  a  better  or  the  same 
price.'  These  orders  may  be  accepted,  cancelled,  or  allowed  to  expire  by 
the  receiving  market.' 

Many  roaiicet  officials  and  experts  stated  thtt  ns  oihances  oxnpetition  | 
among  the  varimis  markets  and  benefits  invesUnrs.  its  rules  attempt  to 

'  mBE  Bote  an  Sw  im  prrvcM  ila  MBban  fton  tndiag  NISaaiM  flock  on  raglaiial  eschanaei. 

'Tho  bo«  MS  a  Uw  Mdatt  priofd  buy  order  wMIe  tilt  boot  o<ftr  a  the  lonoit  priood  fen  order  in  the 
■ertacetepoasintaw.  | 

-'If  ovdin  ere  not  Moepted  or  cenoiaed,  tiity  caeonettetBy  npbo  mtidn  1  or  2  mautoB,  depending 
on  whah  MoraK  orlghwed  the  order.  A  re^enfl  endienp  opeeaiare  oonndtinent  to  trade  thee  a 
not  noeepled  or  eeneified  by  the  reeetvtas  nmrhet  wa  ei^  Biter  chher  1  or  2  ntautce  ee  etlpuated 
by  the  reganM  epecaUet 


No  Ccxnprehensive 
Evaluation  of  ITS 
Since  1982 


ftMure  that  investcMS  obtain  the  beat  inrice  available  in  the  system. 
Althou^  currant  measures  of  invesusr  savings  are  unavailable,  n«e,  in 
its  1963  Annual  Report,  estimated  that 


“the  oKKHtunity  to  obtain  •  better  price  in  a  different  market,  via  ITS,  may  have 
saved  individual  and  institutioiial  Investors  as  much  ss  S160  to  1170  million  since  I 
1980.“ 

Some  regulatiMry  officials  and  exchange  specialists  said  that  without  rrs, 
the  regional  exchanges  would  have  a  difflcult  time  competing  with  the 
primary  markets  for  order  flow.  ViaUe  regional  exchanges  are  impor¬ 
tant  because  they  enhance  overall  marke^lace  competition.  One  indica-  * 
tkm  of  the  competition  fran  regional  marlwts  is  that  n\se’s  portion  of 
ctHM(4idated  trades  declined  firom  87.0  percent  in  1878  to  73.0  percent  ir 
1988.  Former  sbc  Chairman  Ruder  has  stated  that  its  enhances  the  abil¬ 
ity  of  regional  exchange  specialists  to  compete  with  the  (Mrimary  mar¬ 
kets  by  (MToviding  than  with  an  efficient  method  for  transmitting  what  | 
they  consider  to  be  excess  positiiNis  in  a  stock  to  other  exchanges.^ 


SBC  published  the  results  of  its  last  comprehensive  evaluations  of  the  its 
in  two  reports  issued  In  1981  and  1962.'  These  reports  examined  trading 
vdume,  operational  efficiency,  and  the  system’s  effect  on  intermarket  ^ 
onnpetition  during  its  fir^  4  years  of  operation.  Since  1982,  sec  has  con¬ 
tinued  to  monitOT  its.  sec’s  standard  monitoring  activities  include 
attending  its  meetings,  approving  amendments  to  the  ns  Plan,"  and 
maintaining  informal  contact  with  rrs  participants,  sec  also  reviewed  its 
capacity  problems  experienced  during  the  1967  maricet  crash.  In  addi-  | 
tion,  SEC  and  its  participants  have  made  other  system  changes  to  resolve 
specific  user  concerns. 

These  incremental  changes  have  been  made  without  any  further  com- 
prrtiensive  evaluatkm  of  its  operations  since  1982.  Such  an  evaluation 
could  determine  the  effectiveness  of  changes  already  made,  the  need  for  *  1 


♦SwMh  aukhd  “AiiUiiiwUoii  of  IiiftinMlIcii  mi  In  U  A  StciirWw  Marketa" 

by  SBC  CMrMn  DivM  S.  Budv  « tlw  1989  Stoniin  on  l^chnolagy  nd  Ftnancial  Mwhm.  Washinc- 
ton  O.C.,  Pbbniary  27, 1989.  pS. 
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any  additional  changes,  and  the  extant  to  which  its  omtinues  to  meet 
national  maricet  system  goals. 


Changes  ^ce  the  Crash  sec  and  rrs  participants  made  changes  to  the  system  after  they  expe- 

rioioed  problems  during  the  1967  market  crash.  SBC  reported  that  the  | 
hi^  volume  of  trade  commitments  roided  over  ns  to  nibe  on  October  19 
and  20, 1087,  caused  capacity  fuoUems  with  the  nise  printers.  There¬ 
fore,  numerous  trades  took  more  than  the  required  2  minutes  to  reach 
KTSE  special^  and,  thus,  expired. 

In  an  effort  to  speed  the  process,  unsE  has  made  several  changes  to  the  ^ 
way  ITS  commitments  reach  qiedalists.  ntbe  now  routes  orders  received 
through  its  automated  order  routing  astern'  directly  to  the  qiedalists' 
electronic  display  books,  freeing  up  the  capacity  of  its  floor  printers  to 
handle  its  CMnmitments.  The  dectronk  diqplay  books  show  both  market 
and  limit  orders  for  each  of  the  specialist's  assigned  stocks  on  a  com-  | 

puterscreMi.  As  a  further  enhancement.  Niseis  planning  by  early  1990 
to  route  ITS  commitments  directly  to  the  electnmic  books,  thereby  bypas 
sing  iHinters  altogether,  nibe  specialists  could  then  receive,  send,  and 
respond  to  its  commitments  using  the  diqday  books.  According  to  .\ibe 
officials,  this  change  to  the  display  books  for  its  orders  will  shorten  msi 
specialists*  response  time  to  rrs  commitments.  In  addition,  nibe  did  a  ^ 

stress  test  of  its  its  interface  in  September  1969.  sec  also  suggested  that 
ITS  participants  consider  adopting  default  inrocedures  so  that,  after  2 
minutes,  the  commitment  would  be  autwnatically  executed  rather  than 
cancelled. 

SBC  reported  that  regional  specialists  expressed  concern  that  the  ITS  Plai 
did  not  require  nibe  spedalkMs  to  issue  pre-<q)ening  notificati<ms  before 
trading  resumed  after  an  (MTder  imbalance  halt  SEC  su^ested  that  these 
pre-opening  notificatiMis  be  given  when  trading  resumes  afto- a  halt  m 
participants  have  been  negotiating  this  proposal 


Changes  Being  Made  to  During  our  fMdwnic,  various  ITS  participants,  including  market  offt- 
Addrwmi  TTa^r  Craiowrna  specialists,  floor  brokers,  and  market  makers,  told  us  changes  wer 

aress  vxmcerns  ^  ^  pre^ipening  piocedures,  time-stamping  requirements  on 

Nun’s  trading  fkx>r,  automatic  execution  of  its  wders,  and  the  resolutio  | 
ixocess  fCH-  iTS-related  axni^kdnts.  Aftn-  completion  of  our  fieldwork. 


'  Oca^iMd  OiSr  Tunwrouiyi  cyMem,  al»  tanwn  M  DOT  or  SuperDoL 


SEC  and  ns  participants  made  changes  to  resolve  several  of  these 
concerns. 

Pre-Opoiing  Procedures  Specialists  and  officials  of  regional  exchanges  said  ns  rules  limit 

regional  participation  in  the  opening  of  ns  stocks.  Before  opening  trad¬ 
ing  in  their  asa^pied  stocks,  nwe  and  Amnc  specialists  assess  preK>pening  I 
huy  and  sell  interest  to  determine  an  opening  price.  Heavy  trading  vol¬ 
ume  frequently  occurs  at  the  opening  of  stocks.  Uiuler  certain  circum¬ 
stances,  ns  rules  allow  regional  exchange  specialists  to  participate  in 
opoding  ns  stocks  by  sending  their  buy  and  sell  orders  directly  to  .vise  or 
Amn  specialists,  thereby  avoiding  brokerage  fees.  ^ 

For  example,  according  to  the  ns  Plan,  if  an  trs  stock  will  open  on  nise 
at  a  price  hi^r  or  tower  than  the  previous  day’s  closing  price  by  a 
given  amount,  the  mse  specialist  must  notify  regkmal  exchanges  by 
sending  a  “pre-opming  notification”  over  ns.  At  nise,  pre-opening  noti¬ 
fications  must  be  sent  if  the  specialist  anticipates  that  the  opening  price  | 
will  be  more  than  (Hie-eighth  a  point  away  from  a  closing  price  of 
under  116,  or  more  than  one-quarter  of  a  point  away  from  a  closing 
price  of  1 15  or  more.  Regkmal  exchange  specialists  can  respond  by  send¬ 
ing  orders  to  through  its  at  no  cost 

If  the  r^ienii^  price  is  within  the  parameters,  the  MSB  specialist  need  ^ 

not  notify  the  regkmal  exchanges’  specialists.  To  participate  in  the  open¬ 
ing  in  these  cases,  regional  exchange  specialists  must  send  their  orders 
through  MSB  bndcers,  thus  incurring  brokerage  fees.  Ctmsequently,  the 
MSB  specialists  have  a  competitive  advantage.  Regional  exchange  spe¬ 
cialists  said  pre-opening  price  parameters  in  the  ns  Plan  are  too  wide;  | 
therefwe,  they  cannot  participate  in  most  opoiings  of  ns  stocks. 

During  our  review,  regional  exchange  specialist  told  us  that  floor  bro¬ 
ker’s  <Hrders  at  mse  were  not  time-stamped  which  may  lead  to  an  audit 
trail  problem.  Many  regional  exchange  specialists  and  officials  we  met 
with  voiced  this  ctmcem.  ns  commitmonts  may  be  legitimately  traded  * 
ahead  of  and  cancelled  if  a  specialist  executes  a  floor  broker’s  order 
before  the  ns  cwnmitment  is  recdved.  However,  these  regional  special¬ 
ists  said  that,  since  mse  specialists  were  not  required  to  time-stamp 
floor  brokers’  orders  left  with  them  for  executi^  it  was  difflcult,  if  at 
all  poasiUe,  to  document  whetha-  an  ns  ccmunitroent  was  cancelled  for  a  | 
valid  reascm. 

MSB  has  taken  to  address  some  of  these  omoems.  In  September 
1988,  SBC  approved  a  MSB  rule  change  requiring  qiecialists  to  time 
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stamp  fkwr  brokers’  orders  left  with  the  specialist  for  execution.  The 
rule  also  requires  floor  brokm  to  time-stamp  orders  when  they  are 
received  at  the  floor  broker’s  booth. 

NASD  is  linked  to  its  through  an  automated  interface  with  its  Computer 
Assisted  Execution  System  (cabs),  ns  stoda  that  are  not  subject  to  .\\se 
and  Amex  off-board  trading  restrictiona^  can  be  traded  over  the  its/caes 
linkage.*’  However,  as  stated  in  duq>ter  2,  many  of  the  more  actively 
traded  nise  stocks  are  covered  by  the  trading  restrictions  and  are  ineligi¬ 
ble  for  trading  over  the  ns/CAES  linkage,  caes  automatically  executes 
orders  routed  to  nasd  nrarlmt  makers  from  the  exchanges.'"  However, 
orders  sent  fnxn  nasd  marimt  makers  to  the  occhanges  (except  cse)  are 
not  automatically  executed  by  the  receiving  market.  Accordi^  to  nasd 
officials,  the  caes  automatic  executkui  feature,  though  voluntarily  used 
by  NASD  for  its  ns  linkage,  puts  nasd  mailcet  makers  at  a  disadvantage 
by  exposing  th«n  to  more  risk  than  other  ns  users.  This  discourages 
NASD  mailcet  makers  from  using  the  link;  about  90  percent  of  share  vol¬ 
ume  over  m»/GAES  can  be  attributed  to  one  nasd  market  maker,  nasd  con¬ 
tends  that  ns  trades  should  be  automatically  executed  up  to  the  number 
of  shares  advertised  for  sale  or  purchase  by  the  specialist  or  market 
maker,  cse  also  supports  automatic  execution  of  ns  orders. 

SBC  has  recently  discussed  a  possible  need  for  automatic  executicm  of 
certain  ns  orders.  In  June  1969,  the  Director  of  ^’s  Divimon  of  Market 
Regulation,  speaking  before  a  group  of  industry  iMrofesuonals,  recom¬ 
mended  that  ns  public  invests  orders  be  guaranteed  automatic  execu¬ 
tion.  Without  automatic  execution,  an  ns  public  investor  (xrder  is  not 
assured  immediate  execution,  posing  a  risk  to  the  investor  in  a  market 
with  rai^y  changing  prices.  However,  according  to  sec  officials  and 
some  ns  participants,  this  proposal  has  not  beet  well  received  by  the 
migority  of  the  exchanges. 

The  ns  Plan  contains  procedures  for  resolving  comi^aints  that  result 
from  trading.  During  our  review,  however,  many  ns  users  said  the  reso¬ 
lution  process  is  Imgthy  and  cumbersome.  Furthermore,  they  said  they 
believe  the  process  to  be  biased  against  the  oanplaining  exchange  mem¬ 
ber.  Two  ns  usos  we  spoke  to  said  they  were  so  dissatisfied  with  the 


’’MBE  Rule  390  and  Amex  Rule  6.  at  diaciaMd  in  chaiiter  2. 

"Akhougli  871  N16E- and  Amex-Uatedatods  were  eUgiUe  for  trading  through  CAES  in  December 
1988,  only  30  ttada  were  traded  over  the  CAES  ayatem. 


"The  CIndnnaU  Stock  Exchange  haa  a  atanUarautoHMUc  execution  future  in  ita  hookup  with  ITS. 


rrs  Volume  Has 

Increased 

Dramatically 


complaint-resolution  process  that  they  stoM)ed  making  trade  com-  i  I 
plaints.  However,  sbc  officials  said  they  have  never  received  a  formal  | 
complaint  concerning  rrs.  j 

Numerous  types  of  rrs  trade  comi^aints  are  made.  For  example,  an  its 
user  may  complain  about  not  receiving  a  pre-opening  notification  when  ^ 
one  is  required  by  the  rrs  i^an.  Also,  an  its  user  might  complain  that  a  * 
commitment  to  trade  was  iminroperly  cancelled  by  the  receiving  market. 

The  trade  complaint  resolution  process  has  several  stages,  starting  with 
communication  between  the  iqjured  and  alleged-offending  specialists.  If 
the  matter  is  not  resolved,  the  complaint  is  reviewed  by  the  alleged-  i 
offending  exchange.  Complainants  dissatisfied  with  the  exchange’s  reso¬ 
lution  of  the  complaint  may  file  for  arbitration  with  the  alleged-offend¬ 
ing  exchange  member.  Exchange  officials  said  that  very  few  complaints 
go  to  arbitration.  The  arbitration  procedure  is  viewed  as  cumbersome, 
and  few  specialists  would  pursue  a  complaint  to  this  point  unless  it 
involved  a  large  trade  or  they  felt  it  was  a  matter  of  principle.  * 

Recently,  the  rrs  participant  markets  agreed  in  principle  to  establish  a 
pix^ram  in  which  ad  hoc  groups  will  do  inform^  reviews  of  irs-related 
complaints.  These  groups  would  then  issue  n<m-binding  decisions  on  the 
day  of  the  contested  trading  or  soon  thereafter.  | 


The  number  of  stocks  traded  over  rrs  and  rrs  annual  share  volume  have 
increased  steadily  since  the  system’s  inceiM:ion.  In  1989, 2,082  stocks 
traded  over  its  compared  to  688  stocks  in  1979.  Of  the  2,082  stocks 
traded  over  its  in  1989, 1,633  were  listed  tm  nise  and  390  were  listed  on 
Amex.  The  remaining  69  stocks  were  listed  on  regional  exchanges.  As 
shown  in  figure  3. 1,  its  annual  volume  has  increased  substantially,  from 
209  million  shares  in  1979  to  2.3  billion  shares  in  1989.  Table  3.1  shows 
the  distribution  of  rrs  share  volume  among  participant  markets  for 
December  1989. 

Although  the  2.3  billion  shares  traded  over  its  is  not  significant  in  terms 
of  the  total  share  volume  of  muse  or  kasd,  this  volume  is  significant  rela¬ 
tive  to  the  shares  traded  on  the  other  exchanges.  For  example,  its’  2.3 
billion  shares  exceeds  the  individual  1989  trading  volumes  of  pse,  phlx, 
B6E,  andcsE. 


I 
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in  intMnoting  ns  change  when  it  acts  aggressively  to  overcome  maricet-  ^ 
place  inertia-  However,  in  view  of  the  number  of  incremental  changes 
made  to  the  system  since  sec’s  last  conq>rehensive  evaluation  and  the 
dramatic  increase  in  trading  volume,  sec  needs  to  look  again  at  overall 
system  effectiveness  and  the  extent  to  which  rrs  is  meeting  its  national  i 
market  system  goals.  k 


Recfxninendations  to 
the  Securities  and 


We  recommend  that  sec  do  a  compreh«nsive  evaluation  of  its,  paying 
particular  attention  to  the  effects  of  recent  system  changes  and 
increased  trading  vcriume.  sec  should  address  the  system's  operational 


EbcChanjZe  Commission  *^^*ciency>  effect  on  intermarket  (xxnpetition,  and  capability  to  handle 
^  future  market  crises. 
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Agency  Ccmiments  and 
Our  Evaluation 


SBC  noted  in  its  ccmunents  that  a  continual  assessment  of  the  effective¬ 
ness  of  ns  is  an  important  aspect  of  sec’s  responsibilities  and  that  sec 
has  been  continually  reviewing  ns  ^nce  the  syston's  implementation. 
SBC  further  noted  that  a  number  of  enhancements  to  ns,  ail  c*'  which  are 
included  in  this  chapter,  are  currently  being  considered  or  are  in  the 
process  of  being  adopted  by  the  ns  iMuticipants.  We  believe  that  the 
number  of  changes  made  since  sbc’s  last  comi^diensive  review  supports 
the  need  for  an  overall  assessment  to  detmnine  whether  the  system 
continues  to  meet  natkxial  market  system  goals.  While  we  continue  to 
believe  that  a  comi»eh«islve  review  of  ns  is  necessary,  we  understand 
that  the  changes  to  the  system  currently  being  considei^  are  important 
and  should  continue.  To  the  extent  that  a  cmninehensive  review  of  ns 
would  detract  from  resolving  these  issues  in  the  near  term,  the  overall 
assessment  could  be  delayed.  However,  »ich  additional  changes  to  ns 
further  sui^rt  the  need  for  a  comprehensive  system  review. 
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Ch>pter4 _ _ _ _ _ 

Trading  Linkage  System  Development  for 
Multiple  Listing  of  Options  Requires  Q.ose  SEC 
Monitoring  and  Guidance 

In  May  1989,  sex:  approved  a  ms^r  change  to  the  way  stock  options'  will 
be  listed  and  traded  at  exchanges.  Rather  than  the  former  procedure  of 
allocating  an  option  on  a  listed  stock  to  a  single  exchange,  sex:  now 
allows  ail  exchanges  to  trade  any  new  option  listed  after  January  22, 
1990.  In  addition,  each  options  exchange  is  permitted  to  list  10  stock 
options  already  allocated  to  another  exchange.  Furthermore,  begitming 
in  1991,  sex:  will  allow  any  exchange  to  trade  any  option  regardless  of 
where  it  was  originally  allocated,  sec  approved  this  change  to  increase 
competition  among  exchanges  and  to  improve  optirms  prices  for  inves¬ 
tors.  Some  exchanges  disagree  with  ^’s  assessment  of  the  benefits  of 
multiple  listing  and  trading  of  options.  However,  if  increased  competi¬ 
tion  results  and  investors  obtain  better  prices,  SBC’s  approval  of  this 
change  will  be  consistent  with  national  market  system  goals. 

sex:  noted  that  the  benefits  of  multiple  listing  and  trading  of  options  may 
be  enhanced  by  developing  a  trading  linkage  system  among  the 
exchanges.  No  such  linkage  currently  exists.  Cations  exchanges,  in  com¬ 
menting  on  SBC’S  proposal,  differed  on  whether  a  trading  linkage  system 
was  needed  or  even  feasible.  The  five  options  exchanges  then  commis¬ 
sioned  two  separate  studies  addressing  the  feasibility  of  an  intermarket 
linkage  system.  One  study,  cmnmissioned  by  phlx,  pse,  and  nise,  recom¬ 
mended  that  a  linkage  system  similar  to  its  be  constructed.  The  other 
study,  commissioned  by  cs(»  and  Amex,  recommended  that  a  completely 
new  system  be  developed  to  take  advantage  of  modem  technology. 

The  lack  of  consensus  among  exchanges  regarding  a  linkage  system 
makes  it  unlikely  that  a  system  will  be  developed  without  active  inter¬ 
vention  by  SEC.  fo  January  1990,  sec  requested  the  options  exchanges  to 
refrain  from  multiply  listing  existing  options  for  6  months  to  allow  for 
development  of  a  market  linkage  system.  This  type  of  guidance  from  sec 
is  necessary  if  a  linkage  system  is  to  be  built. 


'  Stock  options  ■!«  eontraco  that  five  the  hoUar  the  right  to  buy  or  sell  t  itattd  number  of  shares  of 
a  particular  stodc  at  a  fixed  price  within  a  pndtbemiinsd  tbne  period.  IV  tno  baak  types  of  options 
are  known  as  a  "put”  and  a  "call.'' A  put  givea  the  holder  of  the  option  the  right  to  sell,  and  a  call 
gives  the  holder  the  right  to  buy. 


Multiple  Listing  of 
Options  Attempts  to 
Address  Naticmal 
Market  System  Goals 


In  May  1969,  sec  Coinxniaakmen  unanimously  i4)|>roved  multiple  listin] 
of  options  (m  exchange-listed  stock,  thus  maldng  all  Mock  q^kHis  eligi¬ 
ble  fOT  multii^  listing  within  a  qpedffed  timetable.^  sec  ruled  that,  as  c 
January  22, 1990,  all  new  stock  captions  would  be  eligible  for  trading  w 
more  than  one  exchange.  Under  this  rule,  each  (^rtions  exchange  would  ^ 
also  be  permitted  to  list  10  stodc  qptims  almdy  allocated  to  another 
exchan^.  Furthermore,  in  January  1991,  all  stock  options  will  be  eligi¬ 
ble  for  trading  on  any  (H>tioiw  exchange. 

In  prc^xMing  its  rule  allowing  multiirie  listing  of  options,  sbc  stated  that 
optima  exchange  rules  prohibiting  multiple  tradiitg  may  be  inconsisten  ^ 
with  the  Securities  Exchange  Act  of  1934,  particularly  because  the  rul< 
may  impose  an  unnecessary  burden  on  competition,  sec  also  stated  tha 
a  continued  postponement  of  multiple  trading  may  be  inconsistent  will 
the  national  market  system  goals  requiring  fair  cmnpetition  among  bro 
kers  and  dealers,  and  the  economicaily  efficient  execution  of  securities  | 
trades. 

Currently,  most  options  on  listed  stock  are  subject  to  an  allocation  plar 
under  which  one  of  the  Ave  optima  exchanges  has  exclusive  rights  to 
trade  imlividual  stock  optioia.  The  allocation  plan  was  developed  by  tl 
nation’s  optkms  exchanges  as  a  means  of  fairly  allocating  newly  listed  I 
(^ons.  This  i^an  was  instituted  pending  cmnpletion  of  a  feasibility 
study  on  maricet  integration  facilities,  which  sec  anticipated  might  fad 
itate  multiple  listing  of  options.  Only  options  on  ore  stocks  and  on  13 
exchange-listed  stocks  were  not  subject  to  the  allocati<m  plan  and,  ther 
fore,  have  been  eligible  for  multiple  listing.  However,  with  the  passage  | 
of  Rule  19c-5,  the  allocation  plan  was  abolished  for  all  options  listed 
after  January  22, 1990.  Therefore,  all  newly  listed  optioia  are  eligible 
for  trading  on  any  exchange. 

SBC  based  its  decision  to  reconsider  expansion  of  multiple  trading  of 
options  on  improvements  in  rq^ions  marlwts’  trading  technologies  sine  I 
the  adoption  of  the  allocation  plan,  sec  also  found  that  multiple  tradini 
of  optioia  on  non-equity  securities^  and  ore  stoda  was  a  largely  positi' 
experience  that  did  not  result  in  any  speciAc  harm  to  the  markets. 
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In  1986,  SEC  released  two  studies  imlicating  that  multiple  listing  may 
narrow  the  spread  between  the  highest  bid  and  lowest  offer  for  individ-  | 
ual  options.  In  one  study,  sac’s  Dbrectcoate  of  Econcanic  and  Policy  Anal¬ 
ysis  did  an  econometric  analysis  of  bid/ask  spreads  of  multiply  listed 
options  on  ore  stock.^  This  analysis  found  th^  the  multiply  listed  Amex/ 
ore  options  have  bid/ask  spreads  that  are  19.8  percent  narrower  than 
spre^  of  options  listed  only  <m  Amex.  The  narrower  spreads  of  the 
Amex/orc  options,  which  the  analysis  attributes  to  their  eligibility  for  9 
multiple  listing,  translated  to  a  savings  of  $25  million  to  investors  who 
bought  and  sold  c^ons  on  ore  stock  between  June  1985  and  May  1986. 
The  second  study,  by  sac’s  Office  of  the  Chief  Economist,  estimated  that 
preventing  multiple  listing  of  options  costs  investors  ai^roximately 
$150  million  annually.'^  ^ 


Benefits  of  Multiple 
Listing  of  Options 
Have  Been  ^estioned 


The  oppcxiaits  of  multiple  listing,  including  CBoa,  phlx,  and  pse,  dispute 
the  benefits  attributed  to  multiple  listing  and  point  to  potential  draw¬ 
backs  as  well.  Amex,  the  second  most  active  options  market,  supported 
sac’s  elimination  of  the  optkms  allocation  plan  for  new  options  on  listed 
stock  but  did  not  support  expanded  multiple  listing  of  currently  traded 
options. 


$ 


CBOE,  PHLX,  and  pse  each  commissioned  critiques  of  sac’s  1986 
eccHiometric  studies.  These  critiques  noted  numerous  methodological 
flaws  and  concluded  that  the  studies’  findings  were  open  to  serious  * 
question.”  For  example,  the  critique  commissioned  by  cboe  criticized  the 
SBC  studies  on  several  levels.  The  critique  noted  that  sac  used  a  theoreti¬ 
cal  model  developed  for  common  stoclm  and  questioned  the  applicability 
of  this  model  to  the  options  market.  It  also  noted  that  the  studies  may 
not  have  controlled  for  all  variables  affecting  bid/ask  spreads.  Finally,  I 
the  critique  questioned  whether  the  bid/ask  spread  is  a  reliable  measure 
of  competition  in  the  options  market.  We  also  found  weaknesses  in  the 
methodologies  of  these  studies,  which  we  reported  by  letter  to  the  Chair¬ 
man,  House  Committee  on  Energy  and  Commerce,  on  October  19, 1989. 


^TIitEntoxofMuIttple'nadiHaoBtfaeMiriwtnirOrCOptioiw.  Difcctorate  of  Economic  h)lu-> 
AiwIlyil^SecMrtUWMiaExctM^cawiwlwlow.Ncwrtmaw’mBB! 

^ Potential  CkxrootitiiwMKlActuoi&irapttitkm  in  ttwOptionoMoricet.  OfTico  of  the  Chief  Ecimomist. 
SeqiiinwawdBtchawstCoiBiiilMiow.Nw<rebtelrtM/^^ 


"Xomment  on  SBC  SUIT  Studica  of  MuWiile  Trading  of  OpUona,"  Hana  R.  StoU  (Owen  Graduate 
School  of  ManagiiimX,  VanderWIt  Univardty),  FWiriiary  5. 1967;  "Memorandum  Concerning  ShX  | 
Staff  Studleo  of  MuMpie  Trading  in  Opetom,"  Seymour  SmMt  (Johnaon  Graduate  School  of  Manaite- 
ment.  Cornell  UnivcrBity)Febru^  9, 1917:  and.  "ConqwtUvftytrfOpOoM  Trading  Under  the 
Optiona  AUocmion  Plan."  Gregory  Connor  (Univeraity  ofCaiifoniiB  at  Berkeley).  .March  4.  IWT 
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CBOC  and  oChors  have  noted  that  prior  experience  with  multii^  listing  < 
options  has  not  resulted  in  multiple  trading.  In  other  words,  regardless  ^ 
of  the  number  of  exchanges  offering  an  optkm,  a  dcminant  market 
emerges.  Order  flow  gravitates  to  the  one  exchange  and  remains  th«re 
regardless  of  prices  or  services  availiA>le  on  another  exchange.  These 
critics  contend  that  brokerage  firms  gotmvUy  do  not  route  orders  to  ar 
exchange  on  the  basis  of  best  available  price.  Rather,  the  firms  use  aut* 
mated  systems  to  transmit  customer  <Hxlers  for  multiply  listed  options  <  g 
the  exchange  that  the  firm  has  designated  as  its  primary  market. 

S(»ne  market  participants  fear  that  this  primary  market  ptwnomemm 
may  specifically  disadvantage  smaller  regional  exchanges.  For  exampk 
PHLX  suggests  that,  when  multii^  listing  commences,  regkmal  options 
exchanges  may  lose  market  share  to  larger  markets.  In  1968  testimony  * 
before  sgc,  the  phlx  President  stated  that,  in  the  absence  of  market  inu 
gratkm  fatties,  “mm-New  York  (4)tions  markets  will  be  dealt  a  seriou 
competitive  blow  for  reasons  that  tove  nothing  to  do  with  the  quality  < 
their  oixions  markets."  This,  he  stated,  is  incompatible  with  the  goal  ol 
a  national  market  system  in  which  markets  conq)ete  on  a  fair  and  equa  I 
footing. 

Opponents  also  claim  that  multiple  listing  raises  the  possibility  of  mar¬ 
ket  fragmoitation,  which  may  impair  the  aMlity  of  brokerage  firms  to 
discover  and  obtain  the  best  price  for  their  cusuxners.  If  a  dominant 
market  (toes  not  enlarge  for  a  multiply  listed  qiitkm,  trades  could  occur  ' 
on  one  exchange  at  prices  InferkMr  to  those  quoted  on  another.  Further, 
the  absence  of  an  options  market  linkage  system,  similar  in  concept  to 
the  stock  markets’  rrs,  will  prevent  routing  of  orders  firom  one  market  i 
another  quoting  a  superior  price. 

I 

In  ^iproving  multiple  listing,  sec  oxnmaited  that  unfair  omnpetition 
was  unlikely  in  view  of  the  experience  of  <^)tkM«B  trading  in  ore  stocks. 

In  addition,  sec  oxitended  that,  while  brokorage  firms  generally 
preselect  the  market  where  thi^  send  retail  order  flow,  these  firms  ha' 
increasingly  emphasiaed  maiket  quality  omsiderBtkms.  SBC  also  noted 
that  it  exp^t»x>ker/dealers  to  make  periodic  assessments  of  the  qua  *  | 
ity  of  their  designated  market.  In  conclurion,  sbc  found  that  multiple  | 
listing  would  not  result  in  a  significantly  firaipmented  options  market.  j 
Noting  that  markets  that  first  list  and  trade  an  Individual  option  have  I 

generally  maintained  the  nuyiority  of  order  flow,  sec  fiirther  concluded 
that  a  new  market  will  not  auccessftiUy  challenge  an  existing  market  |  | 
unless  the  latter  is  a  significantly  poorer  maricet 


OAO/QQDSSSI  NMlHMl  MHkit  Sm 


Considerable 
Disagreement  About  a 
Market  Linkage 
System 


SBC  recognised  as  early  as  1960  that  develofHnent  of  market  integration  | 
facilities  might  create  a  fairer,  more  efficient  market  structure  within  ^ 
which  multi|4e  listing  could  occur.  Nevertheless,  sex:  approved  multiple 
listing  of  op^ns  without  market  integration  facilities  in  place.  In  its 
apfNToval  of  multiple  listing,  SBC  reported  it  could  not  indefinitely  defer 
its  oonsideratkm  of  the  multiple  listing  issue  until  exchanges  develop 
such  systems.  I 

Since  1960,  various  market  participants  have  expressed  serious  reserva¬ 
tions  regarding  the  feasibili^  of  maiicet  intention  facilities.  In  1981, 
the  options  exchanges  determined  that  effective  market  integration 
facilities  were  not  feasiMe  at  that  time.  More  recently,  the  Information  > 
Indu^ry  Association  stated  in  1966  that  the  r^^  expansion  of  options 
quotation  aikl  trading  infcnination  has  strained  the  electronic  computer 
systems  and  communication  netwwks  of  financial  service  vendors.  Not¬ 
ing  that  options  trading  results  in  a  far  larger  set  of  iidmrmation  and 
records  than  stock  trading,  the  Association  recommended  a  detailed 
study  of  the  impact  of  expanded  reporting  requirements  resulting  from  I  i 
multiple  listing. 

Market  ofnciab  have  also  questioned  whether  cwnpeting  exchanges 
would  be  able  to  expeditiously  coordinate  development  of  a  market 
link^  system.  The  difficulty  of  having  ocxnpeting  markets  design  mar-  . 
ket  integration  facilities  was  demonstrated  in  the  stock  markets’  attempt  * 
to  design  a  transaction  reporting  plan  to  allow  for  exchange  trading  of 
ore  stocks  on  an  unlisted  basis.  In  1986,  sec  granted  each  exchange  the 
privilege  of  being  aUe  to  trade  in  25  ore  stocks,  sec  took  this  action 
because  it  would  result  in  increased  competition,  thereby  benefiting  the 
market  and  public  investors,  sec  conditkmed  exchange  trading  of  ore  I 
stocks  on  a  number  of  factors.  One  factor  required  sec  approv  al  of  a 
|4an,  agreed  to  by  .vasd  and  interested  exchanges,  that  would  consoli¬ 
date  the  NASD  and  exchange  quotation  and  trade  reports  in  the  ore 
stocks.  SBC  requested  that  the  exchanges  and  nasd  submit  this  plan  by 
December  1, 1966,  for  imirfementaticm  by  January  1, 1966.  However,  the 
development  of  the  plan  was  significantly  delayed  by  disagreements  * 
among  the  exchanges  and  nasd.  The  exdtanges  ami  nasd  finally  submit¬ 
ted  a  |gan  toSBC  in  June  1969,  for  possttrie  implonentation  in  1990, 4 
years  after  SBC’s  original  time  frame. 

When  SBC  approved  multiple  listing  of  (q;)tions,  it  also  requested  com-  | 
ments  cm  how  to  further  integrate  the  natkm's  options  markets.  In  its 


% 


I 


request  for  public  comment,*  sec  rqpcHted  that  optioiis  exchanges  should  I 
carefully  consider  at  least  three  po^Ue  measures  to  further  link  the  *  < 
nation’s  options  markets:  (1)  an  intermaricet  mrder  routing  linkage,  (2)  a 
mechanism  for  order-by-order  routing  to  the  market  with  the  beat  price, 
and  (3)  a  central  limit  order  file. 

The  q;>tions  exchanges  differed  significantly  on  the  need  for  market  | 

integration  systons  as  well  as  the  recommended  type  of  trading  linkage. 

In  their  Septmber  1969  re^xNnaes  to  sac’s  request  for  comment,  phlx, 

NiBE,  and  PSE  suKXMted  a  market  trading  linkage  while  cboe  and  Amex 
questioned  wh^her  the  need  for  a  trading  linkage  had  been 
demonstrated. 

I 

Concerned  that  market  disruptions  could  be  caused  by  expanding  multi- 
trading  before  effective  maiicet  integration  facilities  are  in  place, 

NifiE,  PSE,  and  PHLX  formed  a  task  force  to  study  the  feasibility  and  costs 
of  linking  the  options  markets."  The  task  fixce  commissioned  the  Tellef- 
sen  Cmisulting  Group  to  assess  the  technological  feasibility  of  various  | 
market  integration  facilities  and  submit  a  written  report.  The  Tellefsen 
report  concluded  that  an  irs-style  linkage,  the  propo^  Optkxts  Market 
Integration  System  (quints),  is  currently  the  only  viable  linkage  alterna¬ 
tive.”  The  report  estimated  that  such  a  linkage  would  cost  about  $3.3 
million  and  could  be  operational  within  12  to  15  m(xiths.  ^ 

Baaed  cm  its  assessmmt  of  the  Tellefsen  repmt  and  its  own  assessment 
of  the  optkms  markets,  phlx  agreed  that  an  irs-type  linkage  is  presently 
the  most  viable  way  of  integrating  the  options  markets  and  would  attain 
each  of  the  goals  of  a  national  market  system.  However,  the  phlx  Presi- 
dmt  warned  that,  in  contrast  with  the  maiicet  benefits  to  be  derived  | 
from  a  linkage,  expanding  multiple  trading  without  a  linkage  will  frag¬ 
ment  the  options  markets,  jeopardise  brokers’  ability  to  obtain  the  best 
execution  of  thrir  cu^tmier  orders,  and  weakai  the  regional  exchange 
system.  PHLX  reomimended  to  SEC  that  the  January  1990  start  date  for 
multiple  listing  of  options  be  delayed  for  8  to  12  months  to  permit  the 
inqilementatkm  of  irs-type  linkage  systems.  It  added  that  sec  could  ^ 
reserve  the  authority  to  rescind  this  deferral  at  any  time  if  it  concluded 
that  sufficient  progress  was  not  being  made,  phlx  stated  that  the  goal  of 


'ExchMSe  Act  Btiww  No  26871,  M  Fed.  Reg.  24068(June  5. 1966). 

"The  PHLX  PTHUMtrepofted  that  Ann  end  CBOE  were  invked  to  partieipete  in  the  task  force,  but  | 
decSnod.  Anex  and  CBOE  later  oonuaiaaionod  thdr  own  atiidy. 
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implemeiiciiig  a  national  market  system  in  options  can  only  be  attained 
if  all  the  options  exchanges  participate  and  lend  their  financial  support  * 
to  a  trading  linkage  system.  In  this  regard,  phlx  called  for  sec  to  uke  a 
strong  leadership  rt^  to  assure  th«!«  are  no  barriers  to  the  establish¬ 
ment  of  a  linkage,  phlx  concluded  that  “to  expect  that  market  forces 
will  prompt  sudi  a  cooperative,  industry-wide  venture  is  to  amsign  this 
proi^  to  inevitable  defeat.”"*  p 

NYSE  also  supported  an  iittermarket  linkage  facility  similar  to  ITS.  n>se 
stated  that  this  type  of  linkage  would  best  protect  investors  and 
promote  competition  among  maricets.  sibe  determined  that,  with  sec 
support,  the  options  exdtanges  will  be  able  to  establish  an  irs-type 
linkage  system.  However,  kve  cautioned  that  of  such  a  sys-  ^ 

tern  before  multiple  trading  of  options  ccmunences  is  unlikely,  syse  rec¬ 
ommended  that  tefrare  such  development,  a  limited  linkage  system  using 
existing  options  routing  systems  should  be  used. 

PSE  stated  that  a  market  integration  mechanism  is  needed  before  multi-  p 
{4e  trading  is  expanded.  It  added  that  without  such  facilities,  multiple 
trading  will  result  in  unfair  cmnpetition,  fragmented  markets,  price  dis¬ 
parities,  and  “second  best”  execution  of  public  customer  orders,  pse 
stated  that  while  it  is  not  clear  which  nuoicet  integration  system  would 
be  best,  such  systems  appear  technologically  feasible.  Although  pse  con¬ 
cluded  that  a  copy  of  the  its  netwmrk  would  i»obably  not  work  for  ^ 
opti<ms,  smne  n^ification  of  ITS  may  be  feasible. 

CBOE  and  Amex,  the  two  largest  options  exchanges,  did  not  support  the 
need  fw  the  immediate  devetopment  of  a  maricet  integratiMi  system."  In 
responding  to  sec,  cboe  stated  that  it  is  the  wrong  time  to  attempt  to  | 
decide  whether  market  integration  facilities  will  be  necessary  and  how 
such  facilities  will  be  designed  and  paid  for.  In  part,  cboe  based  its  con¬ 
clusion  <m  ^’s  statements  that  the  problems  that  cboe  and  other 
exchanges  have  raised  as  being  potentially  associated  with  multiple 
trading  are  likely  to  be  minimal  or  insignincant. 

» 

amx  sui^rted  sec’s  position  to  eliminate  the  lottery  system  for  options 
allocation.  Hoa«ver,  Amn  noted  that  a  need  for  a  market  linkage  had  yet 


'"A  NASD  OptiomConOTMee  ate  concluded  that  s  Unkiee  would  only  be  fcMlbie  if  all  the  ofitMiaH 
inarhiw  new  pnrtldpniita.  The  Conwiiaae  farther  atated  that,  sivep  the  lack  of  oDwenauathai  a  | 

Hnkafe  ahouM  be  bulk.  If  a  Unkafe  la  to  be  butt,  an  SBC  mwidaie  may  be  needed. 

"  PHLX,  In  tta  wi^onae  to  SBC.  mated  that  a  la  natural  for  the  larser  markets  to  resist  linkntcK 
because  of  theta- deabe  to  protect  their  market  poaitian. 
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to  be  established  should  multiple  tradii^  be  aMHoved.  Amn  further 
stated  that  befmre  design  arid  impleinent^hMi  effmts  are  uiidmtakeii,  a  - 
tlMwough  study  and  analysis  the  potential  advantages  and  disadvan¬ 
tages  as  well  as  costs  of  such  market  int^ration  should  be  dwie.  aiwx 
added  that  the  nature  of  optkms  trading  makes  it  extremely  difficult  to 
devek^  a  systmn  similar  in  de^gn  to  ns. 

I 

After  submitting  their  comments  to  SBC,  cboe  and  amx  j<^tly  funded  a 
study  to  assess  existing  comiminicatioiis  tedux^ogy  and  its  applicability 
to  coitions  markets.  This  study  also  assessed  the  feasiMlity  of  the  Tellef 
sen  study’s  recommerxlations.'* 

The  CBOE  and  Amex  study  disagreed  with  the  findings  of  the  Tellefsen  ^ 

study.  Its  mitfor  point  was  that  omNTS  was  designed  to  “clone”  rrs  and 
that  ns*  technology  is  outdated.  The  study  recommends  constructing  a 
new  systmn  to  integrate  the  options  markets  to  take  full  advantage  of 
modem  technology  and  recant  market  innovations,  such  as  automatic 
execution  systons.  The  study  notes  that  “trading  systems  in  the  securi-  | 
ties  markets  need  a  m^ior  overhaul.”  It  furthor  recrnninends  that  all 
securities  exchanges,  not  only  options  occhanges,  should  take  advantag' 
of  modem  teclmcdogy  and  fully  integrate  trading  activities  because  full 
integration  will  anaMe  the  U.S.  o^iital  markets  to  isnqxare  “for  the  chal 
lenges  of  the  year  2000  and  beyond.”'^ 


On  January  9, 1990,  sec  Chairman  Richard  Breedoi  smt  a  letter  to  the 
five  UB.  optims  exchanges  requesting  that  they  refrain  fincxn  listii^ 
(Vtkms  already  allocated  to  another  exdrangeuntilJune  30, 1990.  In  hi 
letter,  the  Chairman  wrote  that  his  request  is  baaed  <m  comments  from  | 
the  optkms  exdumges,  and  the  two  studies  commissioned  by  the 
exchanges  aftor  the  mle  change  was  adopted.  He  determined  that  mar¬ 
ket  linkages  fmr  optkms  trading  could  be  achieved  in  the  near  term  and 
that  a  linkage  sya«em  “should  iruTease  q^XHtunities  to  ensure  best  exe¬ 
cution  of  customer  orders  and  improve  the  ability  of  monbers  of  every 
<q>tions  exchange  to  compete  effectively  in  making  mari(ets  for  each  ^ 

option.”  The  Chairman  noted  tlu^  has  the  authority  to  require  a  spe 
dfic  linkage  system,  but  he  {srefers  that  the  qptkms  exdianges  design  it 
themselves  on  a  joint  basis.  Therefore,  he  wrote,  it  is  premature  for  sec 
to  direct  the  exchanges  to  build  a  specific  linkage  syston.  The  Chairmai 


Marti  hWgxtiOB:  An  Ev«liiWh)ii.  Yakov  Amihud  and  Hafen  Mcnddn,  December  1980. 
'  Marti  bdasration:  An  Evakiatioii.  Yakov  Amihud  and  Hahn  Mendelaon,  December  1989, 
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also  wanwd  the  exchanges  that  sec  would  take  “^ppn^riate  action'* 
against  any  exchange  that  attempts  to  stall  efforts  aimed  at  Imilding  a  g 
linkage  system. 


Conclusions 


To  the  extant  it  increases  competition  and  imi»oves  inices  for  investors. 
SBC’s  ammoval  to  permit  multiple  listing  and  trading  of  options  responds 
to  the  congresskmally  mandated  national  market  systam  goals.  How-  ^ 
ever,  the  hill  beneflts  of  multiple  trading  of  (^tkms,  including  national 
market  system  goals,  may  not  be  realiaed  without  an  effective  trading 
linkage  system.  Without  asc’s  direction,  it  is  unlikely  that  the  markets 
will  develop  a  trading  linkage  system  on  their  own.  sec's  January  1990 
letter  to  each  optkms  exchange  addresses  the  need  for  a  market  linkage  g 
system  and  attanpts  to  deal  with  potential  competitive  amflicts  among 
the  exchanges  that  might  stall  development  of  a  linkage  facility.  This  is 
an  ap{»x>pnate  first  step  to  ensure  that  a  linkage  system  is  developed  in 
the  near  term. 


Recommendations  to 
the  Securities  and 
Exchange  Commission 


We  reocHranoid  that  sec  closely  moniUnr  the  exchanges’  progress  in 
developing  a  market  linkage  ^stem  for  <q>ti(xis  trading.  If  sec  deter¬ 
mines  that  the  exchanges  are  not  making  sufficient  progress,  we  recom¬ 
mend  that  SBC  direct  construction  of  a  linkage  system. 


» 


» 


Agency  Comments  and 
Our  Evaluation 


SBC  noted  its  Chairman’s  letter  to  the  options  exdianges  requesting  that 
they  devdop  a  J(dnt  1^  fcHT  a  market  linkage  fadlity  and  indicating 
that  SBC  will  consider  ordering  construction  of  a  linkage  system  absent 
agreement  by  the  optionB  exchanges  within  a  leasonaUe  time.  They  fur¬ 
ther  noted  that  the  Chairman  requested  exdumges  to  refrain  fix>m  trad- 
ing  any  option  that  had  beoi  exdusiydy  granted  to  another  exchange 
untilJuneSO,  1990.  We  agree  with  the  apintMchSBC  has  taken  in  r^ard 
to  the  multipte  listing  of  optiona  and  the  need  for  a  market  integration 
facility.  We  changed  the  text  to  account  for  the  Chairman’s  January 
1990  letter. 
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Offidato  of  the  four  mqlor  options  exdianges  eadi  presented  their  opin¬ 
ions  on  the  need  for  and  form  of  an  inteimarioet  trading  linkage.  Their 
comments  parallel  each  exchange’s  ofricial  positions  repented  in  this 
chaptCT. 


UJS.  Securities  Maricets  Today 
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In  the  United  States,  stocks  are  traded  through  two  ba^  types  of  mar¬ 
ket  structures:  auction  markets  typified  largely  by  exchanges,  and  ^ 
dealar  markets  tyjafied  largely  by  the  over-the-counter  (ore)  market.' 

The  United  States  has  eight  stock  exdumges,  the  largest  bang  the  New 
York  Stock  Exchange  (nibe),  and  the  market,  which  indudes  the 

National  Association  of  Seoirities  Dealers  Automated  Quotations  systen 
(KASDM)).  Table  LI  lists  the  markets  by  their  1989  average  daily  trading 
volume.  Stock  (Options,  also  daasifled  as  securities,  trade  on  five  U.S.  I 

exchanges. 
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Now  York  Stock  Exebvige 

165. 

Notional  AooociotiQn  of  Socuritios  Doolof  Automatod  Quotations  systom 

133 

Amorican  Stock  Exchange 

12 

Midwast  Stock  Exchange 

11 

Pacific  Stock  Exchange 

6 

Phiiadalphia  Stock  Exchange 

3. 

Boaton  Stock  Exchange 

3. 

Cincinnati  Stock  Exchange 

1. 

Nola:  The  Spokana  Slock  Exdwnga  «  not  indudad  m  ttW  labia  bacauaa  of  minmal  market  activity 


Source:  Data  provided  by  aacb  excltanga  and  NASO. 
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Stock  Markets  and  Trading  primary  inupose  of  stock  markets  is  to  facilitate  coital  feurmatiem 
Mechanisms  <3<>nxNrations.  CmiMHUtkms  pay  fees  to  the  maricet  whore  their  stock 

is  listed.  While  Arms  are  technically  “listed”  on  either  an  exchange  or 
NASD  market,  the  general  term  “listed  stock"  has  evolved  to  mean  only  | 
stocks  listed  on  exchanges.  Those  listed  through  the  nasd  are  generally 
referred  to  as  ore  (H*  NASDAQ  stock. 


Key  paitidpants  in  an  exchange  auetkm  market  are  the  q)ecialists  and 
floor  brok^  ndiile  key  participants  in  a  dealer  martet  are  maricet  mak 
ers.  Eadi  of  these  partidpants  iriays  a  unique  aiKl  differait  role  in  the  k 
auction  and  deder  markets. 
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Exchange  Markets 


Specialists  and  floor  brokers  are  key  players  in  influencing  how  well 
exchange  markets  (^lerate.  Exchange  specialises,  who  are  assigned 
stocks  by  exchanges,  are  responsible  for  maintaining  fair  and  orderly 
markets  in  their  assigned  stocks.  Each  stock  is  assigned  to  only  one  spe¬ 
cialist  firm.  Specialists  act  as  iMrokers  when  they  present  customer 
orders  to  the  trading  crowd  of  floor  brokers  and  act  as  dealers  when 
they  buy  or  sell  stock  for  their  own  account. 

In  an  auction  market,  investors’  buy  and  sell  orders  are  usually  matched 
to  execute  trades.  In  their  orders,  investors  either  stipulate  a  price  at 
which  they  will  buy  or  sdl,  or  instruct  their  broker  to  execute  a  trade  at 
the  current  market  price.  Investor  orders  can  reach  the  trading  floor  in  a 
number  of  ways.  On  nise,  broker/dealers  can  transmit  an  investor  order 
to  the  exchange  floor  by  telephmie  to  its  trading  booth  or  through  an 
electronic  order  routing  system^  to  either  its  trading  booth  or  the  appro¬ 
priate  q;>ecialist’s  trading  post 

Fot  orders  reaching  the  floor  at  a  firm’s  trading  booth,  a  floor  broker 
will  either  take  the  order  to  the  specialist,  who  may  execute  it  on  the 
floor  broker’s  behalf  when  it  matches  another  ordm*,  or  engage  in  an  oral 
bidding  process  in  the  crowd  of  floor  brokers  around  the  specialist  post. 
A  trade  is  cmnpleted  when  a  floor  broker’s  bid  or  offer  matches  an  offer 
or  bid  of  anotlwr  floor  broker,  the  specialist,  or  an  order  on  the  limit 
order  book. 

For  orders  reaching  the  flow  at  a  specialist’s  post,  the  specialist  may  (1) 
match  the  order  with  other  investor  orders  on  the  limit  order  book,  (2) 
match  the  order  with  a  bid  or  offer  from  the  trading  crowd,  or  (3)  take 
the  other  side  of  the  order  as  a  dealer.  Specialists  act  as  dealers  when 
they  take  the  other  side  of  an  order  if  no  other  buyers  or  sellers  exist. 
Their  role  as  dealers  in  these  cases  helps  maintain  price  continuity  and 
market  stability,  and  is  part  of  their  responsibility  to  maintain  fair  and 
(Hderly  markets. 

With  the  exception  of  the  Cincinnati  Stock  Exchange,  aU  the  exchanges 
emi^  the  qrecialist  systmn  for  stock  trading  Cincinnati,  the  only  fully 
aubmtated  U.S.  exchange,  has  no  trading  floor  and  uses  a  competing 
market  maker  system. 


'tnara  •iMtranic  ofSer  nwtii«  «y«am  to  dw  IM0n«ed  Order  Tunianwnd  system  (rXTT).  alw) 
known  as  SuperOot. 
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ore  Markets 


In  contrast  to  an  auction  market,  the  one  market  is  a  competing  dealer 
market  nasd  market  makm,  also  referred  to  as  dealers,  execute  trades  ^ 
in  the  nasoaq  market  Customer  orders  do  not  interact  with  each  other. 
Because  all  trades  are  executed  by  a  dealer  and  are  not  subject  to  floor 
negotiation,  it  is  not  an  auction  market.  Individual  dealers  compete  with 
each  other  in  making  markets  by  quoting  ixrices  at  which  they  will  buy 
and  sell  a  ^;)ecifled  number  of  shares  of  a  stock  The  average  number  of  ^ 
market  malmrs  in  i<ASDsq/NiiSF>  stocks  is  12,  but  some  stocks  have  over 
50.  Trades  are  made  through  a  system  of  computers  and  telephones. 

NASD  maiket  makers  are  dealers  who  buy  and  sell  stock  for  their  own 
account  and  must  quote  a  continuous  two-sided  market.  Maricet  makers 
are  required  to  offer  two-sided  quotes —  a  bid  and  an  ask  price — to  be 
able  to  trade.  In  other  words,  dealers  must  be  willing  to  execute  trades  ^ 
on  both  the  buy  and  sell  side  to  have  their  quote  displayed. 

Market  makers  act  as  dealers  and  as  agents.  Most  trades  executed  in  the 
NASO  market  are  principal  trades  where  market  makers  execute  orders 
against  their  inventory.  However,  nasd  rules  require  a  market  maker  to  | 
execute  trades  at  the  best  price  in  the  NASCktq  system  or  to  offer  the 
trade  to  the  market  maker  that  is  advertising  the  best  price.  In  these 
instances,  the  market  maker  acts  as  an  agent  by  routing  orders  to  the 
market  maker  with  the  best  i»ice. 

When  a  nasd  market  maker  functions  as  an  agent  for  an  order  of  less  ^ 

than  1000  shares,  he  or  she  may  route  the  order  through  the  small  ordet 
execution  system  (sobs),  sobs  autranaticaily  executes  the  trade  at  the 
market  maker  firm  queuing  the  best  price  for  the  customer  in  the  sys¬ 
tem.  NASD  rules  enacted  after  the  crash  require  all  nasd  market  makers 
to  participate  in  soes  for  all  agency  trades  in  nasdaq/nms  stocks  in  whicl  | 
th^  make  markets. 

In  addition  to  the  exchange  and  nasdaq  markets,  trades  are  executed  in 
third  and  fourth  markets  which,  like  nascm^q,  are  also  classified  as  ore. 

The  third  market  omsists  of  firms,  not  belonging  to  an  exchange,  that 
trade  exchange-listed  stocks  by  matching  custmner  orders  or  trading  ^ 
stocks  out  of  their  inventory.  Bernard  L  Madoff  Investment  Securities  i* 
a  prominmt  third  market  mak«r.  Fourth  market  trades  are  those  made 
directly  between  institutional  investors,  usually  facilitated  through  the 


''NASnAQ/Nie  m  atods  Uwt  NASD  diHtfiN  aa  naUoMl  MriKt  qnleni  Itoda.  Thew  are  KASO'S 
■Mat  NgMy  capitaliaed  atocks  and  aittact  Uw  RHiat  vokiBM. 
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use  of  proprietary  trading  systems.^  Insdnet  and  Jefferies  and  Co.  both  | 
(^rate  fourth  marlwt  trading  systems. 


Trading  Market  Communication  and  trading  among  the  securities  markets  are  linked  by 

such  systems  as  the  Consolidated  Transaction  Repenting  Syston  (omsol- 
idated  tape),  the  Cemsolidated  Quotation  System  (consolidated  quote),  ^ 

the  Intermarket  Trading  System  (ns),  and  nasd’s  Automated  Quotations 
system  (NAStnQ).  Currmt  quotation  and  trade  informatkm  from  the 
exchanges  and  NAa>  is  transmitted  electronically  over  these  systems  to 
video  display  screens  that  are  available  <»  exchange  floors  and  else¬ 
where  for  use  by  specialists,  floor  brokers,  broker/dealers,  naso  market  | 
makers,  and  other  subscribers.  These  systems  are  designed  to  centralize 
and  ciqnure  all  trading  volume  and  prices  in  stocks,  its  enables  users  to 
direct  orders  to  the  market  with  the  beat  available  price. 

The  consolidated  tape  collects  price  and  volume  data  for  all  trade  execu- 
ti<ms  made  for  listed  stocks.  T)^  informatkm  is  than  disseminated  in  ^ 
sequence  to  exchange  floors  and  other  subscribers.  The  consolidated 
quote  system  collects  quotations  from  all  markets  trading  reported 
securities,  idonUfles  which  market  has  the  best  bid  and  offer  in  each 
security,  and  redistributes  the  information. 

NASDAQ  is  the  ore  counterpart  of  the  consolidated  tqpe  and  consolidated  ^ 

quote.  It  odlects  and  dissoninates  quotatitms  of  nasd  market  makers  in 
ore  stocks.  For  the  larger,  more  active  ore  stocks,  nasimq  also  provides 
trade  reporting. 

ns  is  an  electrcmic  oxnmunication  aitd  order  routing  network  that  links  ^ 
eight  markets — nyse,  aimx,  bse,  cse,  mse,  fse,  and  phlx,  and  nasd.  ns 
allows  regional  exchanges^  and  the  nasd  to  compete  for  investor  order 
flow  iii  certain  stocks  listed  on  nve  (mt  Amex.*’  Specialists,  floor  brokers, 
and  market  makers  can  transmit  an  order  through  ns  to  the  market 


^IVoiirteUry  tndtais  iR  oimpiAcriied  tradtaa  and  iirfonnation  ayatem  that  aSow  aulMcrib. 
an  to  ananymouaiy  imScate  tliatr  buy  or  aaB  Manat,  uauaUy  for  blocka  of  atodi.  to  other  subacribats. 

The  ayataaa  atteai^  to  match  ordan  between  iiivaaton 

’’BSE,  C8E,  MBE,  PSE,  and  PHLX  are  referred  to  aa  “regional'' exchangn.  NSE  and  Amex  are 
referrad  to  aa  “primary"  exchangnbecauaeaU  ns  atocka  are  Hated  on  them.  One  regional  exchange  & 

oflidalatated  that  the  term  “regional”  ia  a  nrianonwrbecauaeitamartet  la  both  national  and  intenia-  * 

donalinaooiie. 

'Stocki  traded  over  ns  are  lialed  at  either  N1SE  or  Amex.  Although  it  la  not  prohibited,  as  a  matter 
of  practioe  N1SE  does  not  trade  Amex-Usted  alocfci  and  Amex  does  not  trade  NYSE-liated  stocics. 
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offerlngUiebestciuote.  Thtt^fstm  {MTovides  a  system  by  which  speda  » 
ists  at  the  various  exchanges  can  compete  with  one  another  in  offering 
the  best  price  fw  shares  of  stock. 


Options  Markets  Stock  options  are  contracts  giving  the  holder  the  right  to  buy  or  seU  a 

stated  mimber  of  shares  of  a  particular  stock  at  a  flxed  price  within  a  ^ 

predetermined  time  pmriod.  Tyjdcally,  a  single  optkm  contract  gives  the 
buyer  the  right  to  buy  or  sell  1 00  shares  of  a  sp^flc  stock. 

Opti(xts  allow  investors  to  pursue  different  trading  strat^ies  besides 

the  typical  long-run  investment  position  of  buying  a  stock,  holding  it,  | 

and  hoping  for  price  appreciation,  or  selling  a  stock  short  (i.e.,  selling  a 
stock  before  taking  ownership)  in  anticipation  of  a  decline  in  price.  For 
example,  speculators  can  create  highly  leveraged  positkHis  with  high 
potential  returns  acconqumied  by  substantial  risk  by  using  stock 
c^ons.  Alternatively,  investm  can  use  <q>tions  to  create  positions  hav 

ing  less  risk  of  loss  than  the  above  described  long  or  short  positions  in  * 
the  stock  maricet. 

Stock  options  are  traded  on  cboe,  aims,  pse,  phlx,  and  nwe.  Options  on 
most  listed  stodcs  are  allocated  to  a  single  exchange  on  a  lottery  basis.  1 
May  1989,  sec  ^proved  a  miyor  change  to  the  way  stock  options  will  b  | 
listed  ^  traded  on  exchanges.  Rather  than  the  former  procedure  of 

allocating  an  option  on  a  stock  to  a  single  mcdumge,  sbc  now  allows  any 
exchange  to  trade  any  new  option  listed  after  January  22, 1990.  Under 
current  rules,  multiple  listing  will  be  extended  to  cover  all  (^ions  begir 
ning  in  January  1991.  Table  1.2  lists  the  1989  average  dady  volume  of 
stock  optkms  ccmtracts  traded  at  each  of  the  options  exchanges.  Table  ^ 
1.3  lists  the  number  of  stock  option  contracts  listed  at  each  exchange  an 
of  December  31, 1989. 
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Chiooo  Bofd  Option*  Exchang* 

Aimrican  Stock  Exchonpe _ 

Pacific  Stock  Excttong* _ 

Philadalphi*  Stock  Exchanga 
New  Mark  Stock  Exchange _ 


NwalMr  d  alack 
opdoiia  Salad 

2I7  • 

189 

139 


133 


44 
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t  Biriiaagaa  (pacaadar  ^^************* 

Eachanga _ 

Oicago  Board  Option*  Exchange 

Afnerican  Stock  Exchange _ 

Pacific  Stock  Exctiange _ 

Philadelphia  Stock  Exchange _ 

New  York  Stock  Exchange _ 

Soixee:  Oau  provided  by  MChsNChang*- 


245.647 


164.996 
71.200 
66.536  I 
14.309 
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Appendix  II _ 

G(»ranents  Frc»n  the  Securities  and 
Ebcchange  Conunission 


Note.  GAO  comments 
supplementing  those  in  the 
report  text  appear  at  the 
end  of  this  appendix 
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SECUnrriES  AND  EXCHANGE  COINMSSION 

WASHMSTON  DC.  20S4a 
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January  26,  1990 

Richard  L.  Fogal 
Assistant  Coivtrollar  General 
General  Govemaent  Division 
U.S.  General  Accounting  Office 
Washington,  D.C.  2054B 

Re:  General  Accounting  Offica  Report,  9eeuritiea  Trading: 
SEC  Action  Meeded  to  Arldress  national  Market  Svatea 
Issues 

Dear  Mr.  Fogel: 

The  Securities  and  Exchange  Conisslon  CCosasission”)  has 
authorised  «e  to  respond  to  your  request  for  coasMunts  on  a  draft 
report  to  be  issued  by  the  General  Accounting  Office  ("GAO") 
entitled  StCtfitiEE  TrAdinflt  SEC  Action  Address  National 

Market  Svstae  Issues.  The  Division  of  Market  Regulation 
("Division")  has  reviewed  the  draft  report  and  is  subeitting  this 
letter  in  response  to  your  invitation  to  coseent. 

In  the  draft  report  GAO  concluded  that  the  Coseisaion  needs 
to  re-evaluate  several  market  structure  issues  to  assure  that  the 
markets  continually  meet  the  goals  of  a  National  Market  System. 
Specifically,  GAO  recommended  that  the  Commission  revisit:  (1)  the 
appropriateness  of  certain  exchange  rules  that  limit  members' 
ability  to  execute  trades  off  the  floor  of  the  exchange  (so-called 
"off-board  trading  restrictions,"  the  Maw  York  Stock 

exchange's  Rule  390),  particularly  as  they  apply  to  after-hours 
trading;  (2)  the  effectiveness  of  the  Intermarket  Trading  System 
("ITS")  in  meeting  the  National  Markat  System  goals  it  was  designed 
to  address;  and  (3)  whether  market  integration  facilities  should 
be  built  to  accommodate  multiple  trading  of  options. 

The  Division  agrees  that  the  issues  raised  by  GAO  are 
impoirtant  National  Market  System  issues  that  require  careful 
scrutiny.  Indeed,  these  issues  have  been  the  subject  of  an  on¬ 
going  assessment  by  the  Commission  and  its  staff  since  the 
Securities  Acts  Amendments  of  1975  directed  the  Commission  to 
facilitate  the  development  of  a  National  Market  System. 

The  first  recommendation  in  the  draft  report  was  that  the 
Commission  again  evaluate  the  continued  validity  of  off-board 
trading  restrictions.  The  Division  agrees  that  it  now  may  be 


Pub.  L.  No.  94-29,  88  Stat.  97  (June  4.  1975). 
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appropriate  to  ro-oxaoiaa  tha  application  of  thoaa  naloa  to 
nanbora*  after  hoora  trading.  *  km  yea  know,  tha  voluno  of  off- 
abero  trading  in  O.S.  aocoritloa  in  fMroign  narkata  attar  O.s. 
aarkata  cleaa  baa  ataadily  grown  ever  tha  yaara.  Tha  oiviaion 
baliavaa  that  auch  of  thia  veliaa  la  attribotabla  to  inatitutional 
trading  that  ia  beekad  in  tendon  or  otbar  feraign  aarkata  not 
bacaaaa  that  ia  wbara  tha  countarparty  woa  found  but  bacanaa  of 
anehanga  off-board  trading  roatrietiono  on  tha  anaoutlon  of  tradaa 
in  tha  0.8.  OTC  aarkat.  Two  meant  inltlatlvaa  raopend  in  part  to 
thaoa  aarkat  davalopaonta.  Pirat,  tha  CooBiaaion  rooantly  approvad 
a  Nidwaat  stock  Ixcbanga  propoaal  to  dovolep  an  aftar-heum  trading 
ayatan.  *  Zn  addition,  tha  NTSt  haa  propooad  to  pamit  portfolioa 
to  ba  croaaad  aftar  tha  cloaa  at  tha  cloaing  priea  on  tha  anehanga. 
Whila  thaoa  initiativaa  provida  oona  ability  for  aachange  naabar 
fima  to  affaet  aftar-heum  tradaa,  that  ability  la  atlll 
aubatantially  eircuaaeribad.  Aecerdtagly,  tha  oeatiauad  anpanaion 
of  intomational  trading  aay  dletata  that  tha  aftar-houra 
application  of  off-board  trading  matrictlona  onca  again  ba  ra- 
avaluatad  by  tha  CooBiaaion. 

The  Diviaion  baliavaa,  howavar,  that  tha  guaatlon  of  roaoving 
off-board  trading  matrictiona  during  nomal  trading  hoora  ia 
aubatantially  aora  cooplicatad.  Traditionally,  roiantatom 
oppoaing  tha  roneval  of  off-board  trading  matrictiona  have  mload 
a  nuabar  of  emieama  ovar  tha  ability  of  upataim,  intagmtod 
bmkar-daal.am  to  intamaliaa  tbair  ordar  flow.  CeoBantatom  havo 
aaoartod  that  tha  intamalliation  of  ordar  flew  roaulta  in  aarkat 
fragaantation  and  dona  not  provida  a  fair  opportunity  for  anehanga 
aarkata  to  cenpata. 

lacauaa  of  conoama  over  tha  aaticoapatitiva  natum  of  off- 
board  trading  matrictiona,  tha  oonaiaaion,  in  ifTf,  pro^actlvaly 
alininatod  tha  application  of  tbeoa  matrictiona  thmugh  tha 
adoption  of  Rule  i9e-3.  In  meant  yaam,  howavar,  anehanga  nrabar 
fima  ganarally  bava  not  nada  nartata  in  Rula  19c-3  oacurltiaa. 

Zn  tha  aboanca  of  any  aarkat  dataminatien  that  tha  ovar-tha- 
eeuntar  aarkat  in  pmforabla  to  anehanga  narkata,  it  would  appear 


Tha  Now  York  Stock  tnehanga  ("MYSB*)  intarprata  ita  Rule 
390  to  prohibit  naabar  trading  in  tha  O.s.  ovor-tha- 
countar  (*0TC*)  aarkat  ovan  outaida  tha  MYSt'a  houm  of 
opemtion.  Ipd  RYSt  Rule  390,  Zntarpratatien  .10. 

Tha  Portfolio  Trading  Syaton  ("PTS")  ia  a  ooeendary 
trading  oyatoa  to  ba  opomtad  ftoa  3:30  p.a.  to  9:00  p.a. 
Central  Tiaa  (4:30  p.a.  to  0:00  p.a.  Xaatam  standard 
Tine:  aftar  tha  Raw  York  stock  Inohanga  elooa)  for  tha 
purpoao  of  pomitting  tha  anaoutlon  of  tranoaotiena  in 
gualifiod  portfolioa  of  aguity  oaeuritiaa. 


Kiehard  L.  royal 

royo  a 


undaolrabla  Cor  tha  CoaBlasiaa  ta  avarrlda  ttoa  eonoama  pravlaiisly 
aayraaaad  by  tba  vaat  aajorlty  af  oaaMntatara  and  raaara  off>beard 
tradlny  raatrletiona  aaylleabla  darlay  naxnal  trading  houm. 
Aeeordinyly,  Hbila  tba  Olvlalon  will  oontinua  to  nonitar  oarafully 
dawalayaanta  in  tba  trading  narkata,  ineXudiny  tba  davaloyaant  of 
now  autanatad  trading  ayatano,  wa  baliava  it  weald  ba  praaatura  to 
rtwanna  a  fonMl  raviaw  of  tba  reaeval  of  tbaaa  off-board  trading 
reatrietiena  at  tbia  tina. 

Tba  aaeond  raeaanandatien  waa  that  tba  OoBBiaaion  undartaka 
a  coayrobanaiva  raviaw  af  tba  ITS.  Tba  Diviaion  aytaaa  with  cbo 
that  a  eantinual  aaaaaanant  of  tba  affactivanaaa  of  tba  ITS  in 
achiaving  tha  Itatianal  barkat  ftrataa  yeala  ia  an  iayertant  aapact 
of  tba  Ooaaiaaion'a  raapenaibilitiaa  under  tha  Saeuritiaa  txebanga 
Act  of  ia34.  tndaad,  tba  Diviaion  baa  bean  eantinually  roviawing 
ITS,  fron  bath  an  eparatianal  and  a  policy  parapaetiva,  aince  tha 
ayatan'a  iaplanantation. 

Tha  draft  report  noted  that  only  "incranontal  changaa"  bava 
bean  nado  to  the  ITS  since  tha  systan  was  inplanantad,  but  that 
thara  are  a  few  continuing  issues,  aost  af  which  tha  Division 
baliavas  also  are  capable  of  solution  through  ubat  tba  draft  report 
cbaractarisas  as  incranontal  changaa  to  tha  ITS.  Indeed,  savaral 
of  tba  dtanyas  are  currantly  being  conaidarad  or  are  in  tha  procaaa 
of  being  adopted  by  tba  ITS  participanta. 

Specifically,  the  draft  report  noted:  (1)  tba  lack  of  pro- 
opening  notifieatiens  after  order-inbalanca  trading  balta;  (2)  tba 
lack  of  pro-waning  procaduraa  whan  tha  priaary  aarkat  opens  tha 
stock  within  a  certain  range  of  tba  prior  day's  clesingi  (3)  tha 
lack  of  tiae-staaping  af  floor  broker  orders  by  mrst  apacialista; 
and  (4)  tba  lack  of  an  affaetiva  diwuta  resolution  aachanisa.  In 
addition,  tba  CbO  iwtad  tha  capacity  preblaaa  oxparioncad  by  tha 
ITS  during  tba  October  its?  Narkat  Sraak.  Pinally,  GAO  noted  that 
aoaa  coanantaters  have  eallad  far  an  onhancaaont  to  tha  ITS  to 
ptavida  autoaatie  axacutien  for  aoaa  orders. 

As  noted  in  tha  report,  aavaral  of  tbaaa  issues  are  currently 
being  addreosad  by  tba  ITS  participants  in  cenjunction  with  tha 
Ceaaiaaian.  par  aaaapla,  tba  iasua  of  pro  opening  notifications 
after  erdar-iabolanca  trading  halts  is  clesa  to  being  renal ved. 
Tba  ITS  participants  have  nearly  reached  agraaaant  on  proposed 
aaandaants  to  tba  ITS  Plan  to  provide  pracaduras  for  such  pra- 
apaning  iMtificatiena.  In  addition,  tba  participants  have  begun 
femol  discussions  an  dovaloping  an  affaetiva  dispute  resolution 
systan  that  would  allow  tba  involved  ITS  participants  to  choose  an 


* 


As  noted  in  tha  draft  rwnrt,  tba  Coaaiasien  iaauad 
atudies  in  IStl  and  ISSa  an  tba  eparatimi  of  tha  ITS. 


UebMrd  L.  Feval 
!•••  4 

iHdt4ii<4iit  thM  n*  partlelpuit  to  4oei«o  diofutoo  orloliif  iiador 
tho  ploa  that  oro  obovo  •  eortola  dollar  lovol. 

Slallarly,  tba  Dlvlalon  taollovoo  that  tho  aolf-rofitlatory 
orqanisationa  (*iaOa*),  la  ooaloaetiaa  with  tho  rwtaaiaw,  havo 
addraaaad  a  wdur  of  tho  capacity  aad  oporaticaal  prohlaao  that 
aroao  doriat  tho  Oetohor  1M7  Naxhot  hraak.  Iho  Maxfeot  hroak 
hi^ifhtad  tho  Bood  for  aarhota  to  aalataia  ayotiaa  that  oaa 
afficiaatly  prooaaa  a  hi^  volcBa  of  tradiap  aetivlty.  liaeo  thaa, 
tha  aarhota  havo  tafeaa  wyarona  otapo  to  iaprovo  thoir  noapwtar  aad 
ocaouaicatioao  faeilitiaa.  for  onaplo,  tha  vni  haa  iaplaaaetad 
ayataa  aohaaocaMota  that  will  allow  it  to  haadlo  a  dOO-alllion 
ahara  day  withoot  aipaificaat  dolaya  ia  ito  ordar  prooaaolag  aad 
iafoxaatioa  diaaaataatiaa  oyotaaa.  Iho  rooicaal  oaehaapao  alao 
have  aada  oohotmtial  iaprovoMOta  to  thoir  ardor  xontiaf  aad 
aaocutico  ayataaa.  fhaaa  otapo  raapa  frea  addiap  additional 
ecapwtar  bardwaro  to  roviaiap  aoftwaro  protoeola  aad  davolopiag 
additional  haek-i^  faeilitiaa.  Za  addition,  tho  dhoa  have 
oonduetod  aavaral  atraaa  tooto,  priaarily  taotiap  tho  haticaal 
Narkot  fyotaao  (jUJu..  ZTC  aad  tha  Oonoolidatod  Traaaaetien  aad 
Qwetation  syataaa). 

tha  tradiap  okporianco  duriap  tha  aarkot  daelino  on  Oetohor 
13,  ittt,  donenotratod  that  tho  oyat—  worfeod  onhotaatially  hattor 
thaa  two  yaara  apo.  Mbilo  tho  Cwiaaion  holiovoo  that  tho  SkOo* 
porforaaaea  en  Oetohor  13,  XM«,  dananatratao  that  aahotantial 
proproao  hao  hoaa  aada,  it  aeknowladpao  tho  eentlnuod  aipaifieaaoo 
of  tho  eapaeity  aad  eporatienal  iaaaoo  raiaad  ia  tho  report.  Par 
thia  roaaon,  tha  Oivioien  hao  aaeourapad  tho  ITS  nacre  to  oaaalno, 
aad  if  naeaaeary  to  oapand,  tho  capacity  and  eparatienal 
eapahilitioa  of  thoir  ayataaa  under  oenditieno  of  oat rune 
volatility  aad  voluna. 

With  raapect  to  tho  iaoao  of  whothor  aa  aatcaatod  onaeution 
foataro  oheold  ho  added  to  tho  ZIP,  tho  Diviaien  agroaa  that  thia 
ia  a  ehaapa  that  tha  PkOo  aheuld  aew  eonoldar.  Pueb  a  feature 
would  iaeroaao  tho  oertainty  of  euetenor  order  aaoeuticna,  which 
waa  a  prehloa  duriap  tha  Octehar  IPPT  Narkot  Proak.  Currontly,  tho 
ZTP  plan  allowa  PYPI  apaeialiato  one  ninuto  to  roapond  after  they 
roeoivo  a  oonnitaent  to  trade.  Duriap  thia  tina,  hewavor,  tha 
euatcaar  order  ia  not  aaaurod  aa  aaoeutien  aad  ia  at  riok  of 
aiaalap  tha  aarkot.  While  pocaittiap  profoaaienal  invaotora  to 
autcoatieally  oaocuto  apainot  a  apoeialiat’a  puetaticn  aay  1 apnea 


Ipp  p«p«.,  tho  AutcaatioB  Paviow  Policy  Ptateaent  recently 
iaauad  by  tho  caaaiaeien.  Pocuritioa  Pkchaapo  hot 
Paloaao  Mo.  2744S  (Peveaher  K,  IPPP),  S4  Ph  4P703. 


Kieterd  L.  Pegal 


rmft  s 

iiiiaee«9tabl«  risks  Cor  svselsllsts,  *  ths  Division  sons  no  clsar 
rssson  «by  sDseislists  should  mot  bo  willing  to  giursntso  guoto- 
bssotf  OKseutions  ter  public  invoster  erdsrs  in  ITS.  kooerdingly, 
tbs  Division  oupsots  to  rsviow  this  issue  st  tutors  in  Opsrsting 

Connittso  ns stings. 

Pinslly,  ths  drstt  report  dioeuosod  tbs  isms  et  nultipls 
trsding  ot  ^ieno  end  tte  OsuBissien's  mesnt  prsMulgstion  et  kuls 
ife«s  under  tbs  Aet.  *  lbs  drstt  report  eeneludso  tbst  tbs 
Connission's  setien  to  rsnevs  iiysdinsHts  (in  other  words,  oortsin 
swobsngs  rules)  to  nultipls  tmding  et  options  is  oonsistsnt  with, 
end,  in  tset,  ■responds  to  ths  oongrssslonslly  nsndstsd  bstionsl 
Msrkst  tystsn  gesls."  ths  drstt  report  else  rsBounsndsd,  however, 
thst  ths  Cenntseien  dotsmins  whether  s  tmding  linksge  systen  for 
options  is  Hsedsd  to  rsnlim  ths  ebjeetives  ot  nultipls  trsding  of 
onions  end,  it  s  linksgs  is  nsoesssry,  thst  tbs  Cennission  direct 
the  options  onehsnges  to  develop  the  linksge.  ks  noted  in  the 
drstt  report,  the  Ossnission  hss  received  eepiss  ot  s  study 
prepsred  on  bidutlt  et  the  mt,  Pneitio  fteek  tnehsngo  end 
Philsdslphia  Stock  Irchsnge  and  eepiss  et  a  study  prepamd  on 
bahslt  et  ths  Aasrican  Stock  taobangs  and  tbs  Chioage  board  Options 
tkcbangn.  fhe  Division  hss  ast  with  and  discussed  these  natters 
with  the  options  eschanges  on  a  nuebofr  et  eccasiens  since  the 
adoption  et  the  rule.  On  January  f,  IMO,  Chaiman  Breeden  sent 
a  letter  to  each  et  the  options  oxehanges  requesting  that  they  work 


Autonatic  onocutien  sspeeea  narkst  naksm/spocialists  to 
tbs  risk  ot  being  ■picked  ott*  by  ether  narkat 
pretaseienals  betem  they  can  respond  to  news  or  changes 
in  ether  purtioipsnts*  quotations.  This  risk  nay 
discoursgo  narkst  aakem/specialists  tren  trading  in  siae 
and  thus  reduce  ths  narfeet's  depth  and  liquidity. 
Bvidanoe  et  this  preblan  can  be  seen  oven  in  ths  national 
Association  et  Securities  Dsalem*  (■SASD")  Snail  Order 
Bxseution  Systan  wham  the  SASD  had  to  expand  its 
prohibitions  against  protaasional  investor  usage  bocausa 
groups  of  tradsm  worn  anpleying  the  systan  to  pick  off 
narfcet  nakor  quotas  after  significant  news  announcenonts 
in  SASOAQ  stocks. 

It  is  inportant  to  note  that  ths  regional  specialists 
have  tor  sons  tine  dens  so  through  their  autonatod 
exocutien  oystons. 

Rule  19C-9  ansndad  ths  rules  ot  national  securities 
oxehanges  to  prohibit  (attar  a  one-year  phase-in  period) 
any  exchange  tren  lisiting  by  any  naans  its  ability  to 
list  any  stock  option  class  because  that  option  class  is 
listed  on  another  exehangs.  Us  Securities  txchange  Act 
Release  Re.  30170  (Nay  30,  ItSt),  S4  FR  33003. 


The  folk>wiiig  are  GAO'S  comments  (m  the  Senirities  and  Exchange  Cor  ^ 
mission's  letter  dated  January  26, 1990. 


GAO  Cominents 


1.  We  have  not  recommended  that  off-board  trading  restrictions  be  1 
removed.  In  fact,  a  reaffirmation  by  SBC  of  the  need  for  trading  restric 
tions  would  be  as  helpful  as  a  conclusion  that  roodificatkm  or  elimina-  ^ 
tkm  is  necessary  to  ensure  that  the  competitiveness,  fairness,  and 
efficiency  of  U.S.  markets  is  not  being  hindered.  We  disagree  that  it  is 
premature  to  reevaluate  trading  restrictiofis.  The  legislative  mandate, 
sec's  own  determination  to  reevaluate  trading  restrictkms  periodicallj 
and  the  vast  changes  that  have  occurred  in  the  securities  markets  in  t  ^ 
1960s  indicate  to  us  that  SBC  shoukl  now  review  the  continued  applies 
bility  of  exchange  trading  restrictions.  Unlike  maricet  participants,  wl 
may  not  have  the  perspective  needed  to  view  the  maiiwtplace  as  a 
whole,  SBC  is  in  a  unique  position  to  make  determinatkxts  or  recemune; 
dations  for  change  that  benefit  the  entire  U.S.  marketplace.  However, 
we  agree  with  SBC  that  the  first  consideration  of  this  issue  should  covi 
the  after-hours  effects  of  the  trading  restrictions. 

2.  Our  characterization  of  “incremental  changes"  is  meant  to  show  th 
many  changes  have  be«n  made  to  its  on  a  ptece-by-pieoe  basis.  The  po 

b  not  that  tlw  changes  made  to  the  system  have  not  been  beneficial  01  | 
necessary  but,  rather,  that  the  number  of  changes  made  since  sec's  la: 
ctmiprehensive  review  indicates  the  need  for  an  overall  assessment  to 
determine  whether  the  system  omitinues  to  meet  national  market  syst 
goab.  While  we  continue  to  believe  that  a  comprehensive  review  of  rr 
necessary,  we  understand  that  the  changes  to  the  syston  currently 
being  considered  are  important  and  should  continue.  To  the  extent  th  I 
a  comprehensive  review  of  nrs  would  detract  fhmi  restdving  these  bst 
in  the  near  term,  the  review  could  be  delayed.  However,  such  additioi 
changes  further  support  the  need  for  a  comiuehoisive  system  review 

3.  We  agree  with  the  approach  sec  has  taken  in  regard  to  the  multipte  ^ 
listing  of  options  and  the  need  fm*  amarket  integration  facility.  We 
changed  the  text  in  diapter  4  to  account  finr  the  Chairman’s  January 
1990  letter  and  the  December  1 989  study  ctxnmbsioned  by  cboe  and 

Amex. 


k  wm  %t.  At . 
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Glossary 

Ask 

The  price  at  which  a  person  is  willing  to  sell  a  security  at  a  given  time 
Best  ask  is  the  lowest  price  sell  order  in  the  maricetplace  at  a  given 
moment.  Also  referred  to  as  offer. 

Auction  Market 

A  market  that  permits  investors*  bids  and  offers  to  be  matched  with 
each  other  and  executed  when  they  meet. 

Best  Execution 

A  transaction  that  is  consummated  at  the  best  available  price. 

Bid 

The  bid  is  the  iHice  investors  dedare  they  are  willing  to  pay  fw  a  stoc 
or  (^>tion8  ccmtract  at  a  given  time.  Best  bid  is  the  highest  i^ced  buy 
order  in  the  marketplace  at  a  moment  in  time. 

Bd/Ask  Spread 

The  size  <Mr  amount  of  the  price  difference  between  the  bid  and  the  asi 
of  a  reported  quote. 

Block  Trade 

A  purchase  or  sale  of  a  large  number  of  shares  or  dollar  value  of  stocl 
Although  the  term  is  relative,  10,000  or  mwe  shares,  or  any  quantity 
worth  over  $200,000,  is  generally  considered  a  block. 

Broker 

An  agoit  who  handles  the  public’s  orders  to  buy  and  sell  stocks  or 
options. 

Consolidated  Quotation 
System 

A  nationwide  computerised  report  of  iMrices  currently  bid  and  offered 
participating  exchanges  and  in  the  over-the-counter  market  for  the  sa 
securities,  and  the  number  of  shares  sought  or  offered  at  these  prices. 

Dealer 

An  individual  or  Arm  in  the  securities  industry  who  buys  and  sells 
stocks  for  his  own  account  as  a  principal  rather  than  as  an  agent. 

Dealer  Market 

A  maiket  in  which  competing  bids  and  offers  are  entered  by  dealers, 
and  customer  orders  are  executed  against  a  dealer’s  pOTtfolio. 
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Derivative 

An  instrum«it  whose  value  is  determined  primarily  by  the  price  at 
which  an  underlying  security  is  trading.  Options  and  futures  contracts 
are  derivatives. 

De^gnated  Order 
Turnaround  System 

An  electronic  order  routing  system  at  hnsE  that  allows  nyse  member 
firms  to  transmit  small  orders  in  Nis&listed  stock  frcun  their  offices  to 
the  i^impriate  trading  post  on  the  floor. 

Equity  Security 

A  security  representing  an  ownership  right  of  its  issuer,  such  as  stock. 

Fixed  Commission  Rate 

A  fixed  schedule  of  fees  paid  by  investors  to  broker/dealers  for  trade 
execution  services.  These  schedules  were  abolished  in  1975. 

Floor  Broker 

An  employee  of  a  member  firm  of  a  stock  exchange  who  executes  orders 
on  the  exchange  floor  for  the  firm’s  customers. 

Hedging 

Taking  a  position  in  a  derivative  iitstrumont,  such  as  a  futures  or 
options  contract,  t^posite  to  a  position  held  in  the  underlying  asset  to 
minimize  the  risk  of  financial  loss  from  an  adverse  price  change. 

Institutional  Investor 

A  cmrporate  or  OTganizational  investor  that  is  managed  by  professionals, 
whose  job  is  to  earn  income  and  capital  gains  by  investing  pools  of  capi¬ 
tal.  Examines  of  institutional  investtNrs  are  pension  funds  and  mutual 
funds. 

Intermarket  Trading 
System 

An  dectronic  trading  linkage  among  the  primary  and  regional  stock 
exchanges  and  nasd.  The  ssrstem  allows  brokers  to  seek  best  execution  in 
any  market  within  the  network. 

Limit  Order 

Anordertobuymr  sell  a  stated  amount  of  a  security  or  a  commodity  at 
a  qredfied  prto,  or  at  a  better  inrice  if  d)tainable,  after  the  order  is 
entered. 
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Liquidity 

The  eaae  with  which  an  asset  may  be  converted  to  cash  at  a  price  close 
to  its  last  publicly  traded  transaction. 

Listed  Stock 

The  stock  of  a  company  which  is  traded  on  a  securities  exchange. 

Market  Maker 

A  dealer  who  specializes  in  trading  financial  products  regolarly, 
intending  to  proAt  from  the  timing  of  trades  and  the  spread  betwem  tl 
bids  and  offers. 

Market  Order 

An  order  to  buy  or  sell  a  stated  amount  of  a  security  at  the  nuMt  advar 
tageous  price  obtainable  in  the  market  after  the  order  is  entered. 

Member  Firm 

A  firm,  registered  as  a  broker  or  dealer  in  securities,  that  conducts  bus 
ness  on  and  is  subject  to  the  rules  of  a  stock  exchange  or  a  securities 
association. 

Multiple  Listing 

Listing  of  a  stock  or  option  contract  on  more  than  one  exchange. 

NASDAQ 

The  Natkmal  Associaticm  of  Securities  Dealers  Autmnated  Quotations 
system,  nasdsq  is  an  interactive  dealer-driven  system  for  advertising 
quotes  and  reporting  transactkms  in  ore  securities  in  the  United  States 

NASDAQ  Stock 

The  stock  of  a  company  which  is  included  in  the  nasmq  system. 

N\SE  Rule  390 

A  rule  of  the  New  York  Stock  Exchange  that  restricts  trading  of 
exchange-listed  stock  by  exchange  monbos  in  over-the-counter  mar¬ 
kets;  a  suoxssor  to  nik  Rule  394. 

Offer 

The  price  at  which  a  persim  is  willing  to  sell  a  security  at  a  given  time. 
Best  offor  is  the  lowest  islced  sell  wder  in  the  mariceqgace  at  a  given 
moment  Also  referred  to  as  ask. 
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Option 

A  right  to  buy  (call)  or  sell  (put)  a  fixed  amount  of  a  given  aaeet  at  a 
specified  price  within  a  limited  period  of  time. 

Order  Flow 

The  volume  of  buy  and  sell  orders  sent  to  a  particular  market  during  a 
particular  period  of  time. 

ore 

Over-the-counter.  This  encompasses  all  securities  trading  that  does  not 
occur  on  an  exchange.  The  primary  example  of  ofre  trading  occurs  in  the 
.\ASMQ  system. 

Primary  Exchange 

Stock  exchanges,  which,  as  distinct  firom  regional  exchanges,  are 
exchanges  of  original  listing  of  the  stocks  of  a  large  number  of  geograph¬ 
ically  dispersed  Hrms.  In  the  United  States,  the  New  York  Stock 
Exchange  and  the  American  Stock  Exchan^  are  primary  exchanges. 

Quote 

The  price  at  which  a  given  asset  can  be  bought  or  sold  at  a  given  time. 

Regional  Exchange 

Exchanges  whose  trading  v<^ume  is  dominated  by  stocks  that  are  listed 
on  a  primary  exchange.  They  do  this  by  virtue  of  unlisted  trading  privi¬ 
leges  granted  by  the  sec. 

SEC 

The  United  States  Securities  and  Exchange  Commission,  the  federal 
agency  charged  with  regulating  the  U.S.  securities  industry. 

Self'Regulatory 

Organi^Uion 

Designated  groups  of  industry  ixrofessionals  equipped  with  quasi-gov- 
eminental  powers  to  ad<^  and  enforce  standards  of  member  conduct. 
Their  regulatkm  is  carried  out  under  government  superviaon. 

Exchanges  and  nasd  are  examples  of  SROs. 

Specialist 

A  member  of  an  exchange  who  handles  transactions  on  the  trading  floor 
fenr  the  stocks  for  which  he  or  she  is  registered  and  ndio  has  the  respon- 
ribility  to  maintain  an  <»deriy  market  in  these  stocks.  Specialists  do  this 
by  buying  or  selling  a  stock  for  his  own  account  when  there  is  a  tempo¬ 
rary  disparity  between  supidy  and  (temand  for  the  stodc. 
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Financial  Blarkets:  Preliminyy  Obeervtiong  on  the  October  1967  Cras  ^ 
(GA0/GGDaM8,  January  ld88).  *  I 

Developments  Since  the  Market  Crash  of  October  1987  (gao/t-ggo-ss-sq 
April  1988). 

Financial  Services  Industry  Issues  (gao/oog-smtr,  November  1988).  9 

Financial  Markets:  Status  of  Computer  hmyovements  at  the  New  York 
Stock  Exchange  (GAO/niTEC-ss-se,  April  198l)! 

Securities  Regulation:  Securities  and  Exchange  Cwnmissicm  Oversight  < 
Self-Regulation  (GAO/GGDSsaa,  September  1986).  * 

Securities  and  Flitures:  How  the  Markets  Developed  and  How  They  An 
Regulated  (GAO/GGi>a6-26,  May  1986). 
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